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THE SUPREME COURT DECISION 
IN THE O’FALLON CASE 


PART I 


HE general history of the O’Fallon case, as well as the 
facts of the case, is, of course, well known; but a brief re- 
view will be helpful as an introduction to the discussion of 
the recent action of the Supreme Court of the United States in 
which it nullified the recapture order of the Interstate Commerce 
Commission against the St. Louis and O’Fallon Railway. 
Section 15a of the Transportation Act of 1920,* in its re- 
capture clause, provides, in part, that railroad rates shall be so 
adjusted that carriers, as a whole, or in groups, shall be able to 
earn a “fair return” upon the aggregate value of their transpor- 
tation property; and that, where individual carriers earn, under 
rates so adjusted, net railway operating income in excess of 6 per 
cent on the value of the property, one-half of the excess shall be 
recoverable by the Interstate Commerce Commission for the 
purpose of establishing a general railroad contingent fund,’ and 


* U.S. Code, Title 49, Sec. 15a (10). 

* Section 15a 10 provides: “The general railroad contingent fund so to be 
recoverable by and paid to the Commission and all accretions thereof shall be a 
revolving fund and shall be administered by the Commission. It shall be used by 
the Commission in furtherance of the public interest in railway transportation 
either by making loans to carriers to meet expenditures for capital account or to 
refund maturing securities originally issued for capital account, or by purchasing 
transportation equipment and facilities and leasing the same to carriers, as here- 
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the other half of such excess shall be placed in a reserve fund 
established and maintained by the carriers which have earned it. 
On February 15, 1927, upon two hearings held in October, 
1924, and July, 1926, in a proceeding under this statute against 
the St. Louis and O’Fallon Railway and the Manufacturers’ 
Railway Company, the Interstate Commerce Commission issued 
an order to the O’Fallon Company, directing that the company 
pay to the government, as provided in the statute, one-half of the 
excess of its net earnings above 6 per cent of the value of the 
property used for transportation purposes. The order was based, 
of necessity, upon a finding of value of the properties by the 


TABLE I 








Year 


Value 


Net Earnings 


6 Per Cent 
of Value 


Refund-Half 
of Excess 


Net 
Remainder 





1920 (last 10 mo.)|$856 ,065.00 


$147,519.89 


875,360.00) 182,726.73 
978,874.00) 165,123.47 
978,246.00] 169,103.98 





$42,803.25 
52,521.60 
58,732.44 
58,694.76 


$ 53,377.98 
65,102.56 
53,195.51 
55,204.61 


$ 94,141.91 
117,624.17 
111,927.96 
113,899.37 





$266 , 880.66 


$437,593.41 











Commission. The values which they found, and upon which they 
based their order, are indicated in Table I. It was further or- 
dered that the remaining half of the excess income be held by the 
company in a reserve fund established and maintained by the 
O’Fallon. The Commission issued no order against the Manu- 
facturers’ Railway, because, as to the latter, the Commission 
found that there were no earnings in excess of 6 per cent of the 
fair value of the property used for transportation. 

The principal question at issue upon the hearings before the 
Commission was, of course, the method to be used in computing 
the basic value of the property used in transportation. Once that 
is agreed upon and the total net income is known, the determina- 
tion of the excess of net income above 6 per cent of the value of 
the property is shown by simple arithmetical computation. 


inafter provided. Any moneys in the fund not so employed shall be invested in 
obligations of the United States or deposited in authorized depositories of the 
United States subject to the rules promulgated from time to time by the Secre- 
tary of the Treasury relating to Government deposits.” 
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The Commission recognized that, although the O’Fallon was 
a small railroad, the order was certain to entail far-reaching ef- 
fects so far as it involved the establishment of a method of ar- 
riving at valuation of the railroad properties for the purpose of 
the recapture clause. The opinion of the Commission says, on 
this point: 

Valuation counsel for western carriers has urged us to dispose of this 
case by itself and upon its own merits. That is the correct procedure. Dur- 
ing the entire history of the Commission it has been its practice to decide 
cases upon their individual merits and particular facts. When, however, 
counsel suggests that in this case we shall not give consideration “to what 
is to be done with the railroads of the country, as a whole,” we cannot as- 
sent. We are dealing here with one small railroad. Nevertheless, what we 
do in this case we must do in principle for all the railroads in the United 
States. Whatever our decision, its effect in dollars and cents is relatively 
unimportant in this particular case. But, having in mind, as we must, the 
whole railroad situation, the decision is of the greatest consequence, from 
both private and public viewpoints. 

There is here presented, in reality, a great national problem, affecting 
public policy and welfare in a most profound way. In essence it is presented 
as clearly as it could be in the case of a railroad involving hundreds of mil- 
lions of investment. In important aspects it is a problem which has never 
before been presented to either a commission or a court. We must carefully 
review the significance to the nation of the decision which we make in this 
case in its bearing on the relation between all the railroads and all the peo- 
ple of the United States. It may well be that the valuation of railroads on 
a national scale requires the beginning of a new chapter in valuation. 

Commissions and courts, including the Supreme Court of the United 
States, have had to deal with a multitude of valuation cases, relating for the 
most part to local utilities—water, gas, electric and power properties. From 
a composite of all these cases, various principles of valuation, frequently 
standing in striking contrast to one another, have been evolved by interested 
parties according as their interest lies. Before we apply any of these so- 
called principles, we believe it to be vital to take a general survey of the 
entire situation, in order that conclusions may be reached which in their ul- 
timate effect upon the nation will be wise and just. 


The report summarizes the story of the development of val- 
uation practices in the United States. It poiats out that from the 
necessity for judicial interpretation of the “due-process” clauses 
in the Constitution has grown the “fair-value” rule, first enun- 
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ciated in the case of Smyth v. Ames.® In that case, the court did 
not announce any general rule for determining fair value; but it 
did enumerate certain “matters for consideration,” which it 
thought should be given “such weight as may be just and right 
in each case.” With reference to this decision the Commission 
says: 

Some of the “matters for consideration” indicated in Smyth v. Ames 
are no longer emphasized; it is fair to say that they have been discarded in 
the progress of thought on this problem. One of them, however, was “the 
present as compared with the original cost of production,” and it is this 
factor, rechristened “cost of production new at prices current on valuation 
date,” that we are now urged to take as the basic measure of “fair value,” 
to the exclusion of all other factors, except to the extent that it may be aug- 
mented by an allowance for something called “going value,” which is vague- 
ly defined in many ways. 

The Commission’s report then discusses “cost of reproduc- 
tion at current values” as a basis for valuation of operating 
structures, and comes to the conclusion that cost of reproduction 
should be given no weight in the present instance, for the follow- 
ing reasons: 

1. The use of this basis is not free from serious practical 
difficulties. It is very difficult to make accurate estimates of the 
cost of reproduction; such estimates do not sufficiently allow 
for improved methods of assembly and construction; valuations 
would have to slide up and down with changes in the general 
price level, without any additions to or withdrawals from actual 
investment, whereas the rate base should be stable. 

2. The doctrine is irrational because it leads to the conclu- 
sion that rates should be higher as a matter of constitutional right 
than the carriers would as a matter of self-interest charge except 
under protest. 

3. Assuming that the traffic would bear rates thus deter- 
mined, the benefits of such increases would go almost entirely to 
the holders of common stock; and theoretically any losses due to 
lowering of the price level, if such losses should be permitted, 
would fall upon the common stockholders. 

The opinion says: 


* 169 US. 468; 18 Sup. Ct. 418 (1808). 
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The conception of a base rate and returns thereon fluctuating up and 
down with changes in the level of general prices is a conception which, if 
carried into actual operation, could have no appeal except to stock market 
speculators. It would be difficult to conceive of any plan more conducive 
to the encouragement of unrestrained speculation in railroad shares than 
such a method of valuation. In all probability it would provide a feast 
superior to anything which the bulls and bears have enjoyed since the cre- 
ation of stock exchanges. History demonstrates beyond question that the 
general price level is never stable, and that its future fluctuations are im- 
possible of successful forecast. The speculative possibilities of the current- 
cost-of-reproduction doctrine would be enhanced if the carriers should seek 
and be authorized to issue securities based upon “values” so determined. 
Securities issued upon such valuation basis in 1920 would have exceeded 
by more than 100 per cent the amount that could have been issued upon 
the same property in 1914 upon the basis of the prices then prevailing, but 
a large part of the stockholders’ equity would have been wiped out by the 
fall in prices since 1920. 


The report says: 


We come back after this exploration of the field of practical results, to 
the thought that stability is a prime requisite in this situation, both for in- 
vestors and for the country as a whole. There is nothing more disturbing to 
commerce and industry than the prospect of frequent and abrupt shifts in 
the general freight rate level; and there is nothing more disturbing to in- 
vestors, as distinguished from speculators, than the prospect of frequent 
and wide shifts in security values. Public regulation of railroads, if it is to 
be successful, must rest upon a firm foundation and be guided by principles 
which will lend confidence to industry and investment. The current repro- 
duction cost theory of “fair value” is utterly inconsistent with this end, and 
in our judgment it is equally inconsistent with any sound conception of 
justice. 


The Commission next considers valuation based upon ac- 
tual, legitimate investment. This, it holds, would be desirable, 
but is impracticable because, prior to 1907, there was an almost 
complete absence of dependable records which could be essen- 
tial. Since that date, according to the report, the Commission 
has “required the carriers to report in detail all property changes 
and their costs; and these costs can be verified and checked. 

In the case of all property which came into existence prior to that 
date, we have an inventory made by our own engineers, but no complete 
reliable information as to original costs. The first part of our problem, 
therefore, is to determine upon a fair single-sum value for this older prop- 








238 THE JOURNAL OF BUSINESS 


erty. The second part of our problem is to bring this value down to any 
subsequent date, in the light of the property changes since our valuation 
work began, of which we have complete reports. 

Structures held at July 1, 1919, were valued on the basis of 
cost to produce new, using 1914 unit prices and making due al- 
lowance for depreciation. This method of valuation is practical- 
ly equivalent to an actual cost basis. Land was valued at “pre- 
vailing market value”; and structural additions since July 1, 
1919, at actual cost less depreciation. The valuation method 
used is a compromise between an original-investment basis and 
the current-cost-of-reproduction doctrine. 

Counsel for the Railway induced the Commission to post- 
pone the date of payment from May 15, 1927, to June 15, of the 
same year; and before the payment was due filed a petition in 
the United States District Court at St. Louis, asking that the 
court enjoin the enforcement of the Commission’s order. 

The case was heard before a statutory court of three judges, 
which handed down its decision on December 10, 1927, modify- 
ing the order of the Commission, as to the payment of interest, 
but affirming the order upon the issue of value. Two opinions 
were filed—one by Judge Stone for himself and Van Valken- 
burgh; and one by Faris, agreeing to the result, but for different 
reasons. 

Upon appeal to the Supreme Court of the United States, the 
validity of the Commission’s method of valuation is regarded as 
the issue of the case. The Court, in its decision handed down on 
May 20, 1929, upheld the decree of the district court upon minor 
issues but reversed the lower court’s judgment and annulled the 
order of the Commission.** 

The grounds of the decision are as follows. The statute, says 
the Court, directs that “the Commission . . . . shall give due 
consideration to all the elements of value recognized by the law 
of the land for rate-making purposes.” The “law of the land,” 
as laid down in Smyth v. Ames and later cases, requires that one 
element of value which must be considered for rate-making pur- 
poses is “present or reproduction costs.” The Commission has 


** 49 Sup. Ct. 384; 73L. ed. ———. 
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“carefully refrained from stating that any consideration what- 
ever was given to present or reproduction costs.”” The Commis- 
sion therefore, has not complied with the direction given it by 
Congress, and its order, it follows, is void. 

Mr. Justice Brandeis filed a long and elaborately document- 
ed dissenting opinion, in which Justices Holmes and Stone con- 
curred. Mr. Justice Stone filed a separate dissenting opinion, in 
which Justices Holmes and Brandeis concurred. 

The opinion of Mr. Justice Brandeis presents an argument 
which adopts as its principal thesis the proposition that the Com- 
mission did comply with the law in making its valuation. The 
statute requires, as indicated in the majority’s opinion, that “‘the 
Commission . . . . shall give due consideration to all the ele- 
ments of value recognized by the law of the land for rate-making 
purposes.” Value is not defined in the statute; but in South- 
western Bell Telephone Co. v. Public Service Com.,* which arose 
after the enactment of the statute, the Supreme Court declared 
that the value to be sought is “the then actual value of the prop- 
erty used and useful in the business, and not the original cost or 
the amount prudently invested in the enterprise.”” The govern- 
ment concedes that reproduction cost is admissible as evidence 
of value, and the railroad has conceded that reproduction cost is 
not made the measure of value by statute or by the common law. 
It is merely to be taken as evidence of value. Other cases de- 
cided by the Court indicate that reproduction cost is not the only 
element of value to be considered. 

The Commission is a fact-finding body. Fact-finding bodies, 
as a general rule, are empowered to determine what weight 
should be accorded evidence presented to them, unless there is 
an abuse of discretion or a clear denial of their privilege of exer- 
cising their power. We cannot conclude from the statute or from 
its legislative history that Congress intended to deprive the Com- 
mission of the right to exercise its discretion in weighing this or 
any other evidence. In fact, it was the aim of the statute to pro- 
vide a basis for making possible the operation of the railroads of 
the country so as to provide the best possible service to the pub- 


* 262 US. 276 (1923). 
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lic at the lowest costs consistent with full justice to the private 
owners. The value of reproduction costs as evidence of value is 
different in different circumstances; and the Commission, in the 
exercise of its discretion, in the instant case, decided that present 
reproduction costs should be given no weight, because to do so 
would defeat the purpose of the act of Congress. 

Section 15a of the statute declares that the rates to be per- 
mitted by the Commission are to be fair, upon the reasonable 
value, under “honest, efficient and economical management.” If 
reproduction cost is to be taken as an element of value, it should 
be the cost of reproducing a plant capable of the same service as 
the existing one, and not, necessarily, one precisely like the ex- 
isting plant. Service value may depreciate at a rate different 
than the rate of physical deterioration of equipment. This de- 
preciation is called “functional depreciation.” To this, because 
of the difficulties, the expense, and the length of time necessarily 
involved, the Commission could not give weight, in view of the 
urgency of the task of valuation, as viewed by Congress, and in 
view of the other duties of the Commission. 

The Southwestern Bell Telephone® case declared that the 
value to be sought is the actual value at the time of the hearing. 
This the Commission attempted to find. The action of the Com- 
mission is consistent with the rule in the Bell case. It is also 
consistent with the Indianapolis Water Company case,° and the 
Bluefield Water Works Company case.’ In those cases, the ques- 
tion was of the nature of an inquiry as to what price the com- 
munity would have to pay to provide a substitute plant. Re- 
production cost of a similar plant was a proper measure in those 
cases, but not in the present one, since the competitive situation 
is different. 

The suggestion of the railroads that even if the Commission 
is not required to give effect to higher price levels when fixing 
rates, it is required to do so for purposes of the recapture clause, 
is negatived by the language of the statute itself and by the fact 

° Supra. 

* McArdle v. Indianapolis Water Co., 272 U.S. 400 (1926). 

* Bluefield Water Wks. & Imp. Co. v. Pub. Serv. Com., 262 U.S. 679 (1923). 
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that the recapture provision is one for the adjustment of rates. 
The same considerations apply in either case. 

Did the Commission, in valuing the structural property ac- 
quired before 1914, abuse its discretion by declining to give 
effect to the evidence of enhanced reproduction cost? The Com- 
mission did not give effect to this evidence, because, after consid- 
ering it, as it states in its report, the evidence did not seem re- 
liable. First, it did not show clearly what reproduction cost 
would have been in the recapture period. Second, “there was a 
lack of evidence to show to what extent, if any, higher construc- 
tion costs . . . . in the several recapture periods, implied a 
value higher than that theretofore prevailing.”” The Commission 
believed “that to assign, under such circumstances, any weight 
to the evidence of reconstruction costs would be merely conjec- 
ture.” 

The opinion concludes: 

The Court has no concern with the correctness of the Commission’s 
reasoning on the evidence in making its findings of fact, since it applied the 
rules of substantive law prescribed by Congress and reached its findings of 
actual value by the exercise of its judgment upon all the evidence, includ- 
ing enhanced construction costs. . .. . 

The dissenting opinion of Mr. Justice Stone, which was con- 
curred in by Holmes and Brandeis, criticizes the rule of the ma- 
jority upon the grounds, first, that the Commission states in its 
report that it had “considered and weighed carefully in the light 
of its own knowledge each fact, circumstance, and condition 
called to its attention on behalf of the carrier.” It stated that it 
had considered all relevant facts. “I cannot say,” says Justice 
Stone, “that the Commission did not have before it requisite 
data for forming a trustworthy judgment .. . . or that it failed 
to give proof of reproduction cost all the weight to which it was 
entitled on its merits.” Second, the real nature of the objection 
to the order is “that it attached less weight to present construc- 
tion costs than to other factors before it affecting adversely the 
present value of the structural property.” The majority opinion 
seems to assume that reproduction cost necessarily must so far 
outweigh all other considerations that the order must be set 
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aside. This Court, the dissent of Justice Stone continues, has 
never said that evidence of reproduction costs must be given a 
weight to which it is not entitled as evidence; and if such evi- 
dence is to be given less than full weight, 

it is difficult for me to see how, without departure from established prin- 
ciples, the Commission could be asked to do more than it has already done 
—to weigh the evidence guided by all the proper considerations—or how, if 
there is evidence upon which its findings may rest, we can substitute our 
judgment for that of the Commission. Such, I believe, is the “due consid- 
eration” which the statute requires of “all the elements of value recognized 
by the law of the land for rate-making purposes.” 

And if less than full weight is to be given, the Court does not in- 
form the Commission how much weight should be given to re- 
production costs. Third, in any case, if the decision rests upon 
the fact that the Commission did not give sufficient weight to the 
evidence of reproduction costs, the Court should have given 
some consideration to the probative value of the evidence of re- 
production costs. 

The issue, then, upon which the Court divided, is whether or 
not the Commission, in determining the value of the operating 
properties of the O’Fallon, complied with the “mandate of Con- 
gress.” It is required to give “due consideration to all of the ele- 
ments of value recognized by the law of the land for rate-making 
purposes.”’ Beyond this, Congress did not establish any stand- 
ard for the valuation of the properties of the railroads. An ex- 
amination of the opinions of the Supreme Court does not dis- 
close that the Court has ever laid down any definite standard. 
They have indicated that certain factors and elements of value 
must be given “due consideration”; they have indicated that 
certain elements are not the sole test of actual value. In the ab- 
sence of established legal rules for the determination of value, it 
appears to be one of the duties of the Commission to devise suit- 
able methods and procedures for the evaluation of evidence of 
value. It would also seem that any method which is not clearly 
unreasonable, and which does take account of the elements of 
value which, “by the law of the land” as represented by the deci- 
sions and opinions of the Court, must be considered, should be 
acceptable to the Court. It does not seem to be the task of the 
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Commission to discover the correct method of valuation; it is 
only one of finding a method which gives due consideration to le- 
gally recognized elements of value and which affords a sound 
basis for procedures and operations subsequent to the finding of 
such value. If this be true, then the issue before the Court is 
whether or not the procedures and methods of the Commission 
are reasonable in character, and whether or not the Commission 
has, in the true sense of the word, given “due consideration” to 
all relevant evidence of value, “as recognized by the law of the 
land.” 

What is “the law of the land,” and what are the “elements of 
value recognized by the law of the land for rate-making pur- 
poses”? The Constitution provides: “This constitution and the 
laws of the United States which shall be made in pursuance 
thereof; and all treaties made, or which shall be made, under the 
authority of the United States, shall be the supreme law of the 
land.” Is this what the statute means? If it does, no elements of 
value are recognized at all by the “law of the land,” and the 
Commission is free to act as it likes, upon this point. If the 
phrase “law of the land” means, in addition to Constitution, 
statutes and treaties, the decisions of the Supreme Court of the 
United States, as it probably does, then we may consult the deci- 
sions of that court in search of a recognition of those elements. 

“The elements of value recognized by the law of the land 
for rate-making purposes’ have been pointed out many times by 
this court,” says the opinion of the Court. The following cases 
are then cited: Smyth v. Ames,* which states that “present as 
compared with original cost of construction” must be considered 
among other things; Willcox v. Consolidated Gas Company,° 
where the Court upheld the valuation of franchises, even though 
no mention appears to have been made of “reproduction costs”’; 
Minnesota Rate cases,’ where the valuation was based upon 
cost of reproduction, new, because it produced an inordinately 
high value for land, and where the Court said, “The ascertain- 
ment of that value [for rate-making] is not controlled by arti- 

* 169 U.S. 466 (1898). 

* 212 US. 19 (1909). *° 230 US. 352 (1913). 
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ficial rules. It is not a matter of formulas, but there must be a 
reasonable judgment, having its basis in a proper consideration 
of all the relevant facts.”” Who is to judge of the relevancy of 
facts? Is not that the function of a fact-finding body? South- 
western Bell Telephone Company v. Public Service Commission 
of Missouri,” where the Court followed Smyth v. Ames, without 
specifically citing it in the majority opinion, saying that a proper 
estimate of value could not be made, in that case, in entire dis- 
regard of present costs, but indicating that it is only an element of 
value. In Bluefield Water Works and Improvement Company v. 
Public Service Commission and McCardle v. Indianapolis Wa- 
ter Co.,** the question was one of the value which the community 
would have to part with in order to provide substitute plants. In 
all of these cases, reproduction cost is regarded as only an ele- 
ment among other elements of value. 

But Smyth v. Ames does not stop with recognition of ele- 
ments of value. The opinion in that case goes on to say that the 
elements of value enumerated “are to be given such weight as 
may be just and right in each case.” Certainly this does not 
mean that present cost of construction is the sole and determin- 
ing measure of value. Nor does it necessarily mean that cost of 
reproduction new at current prices is to be considered at all, be- 
cause it is by no means certain that “present as compared with 
original cost of production” is the equivalent to “cost of repro- 
duction.” Further than that, it does not require that any of the 
elements named must be given any weight whatever in the final 
determination of value. They are to be given such weight as may 
be “just and right in each case.” If it be just and right that a 
given element of value should be given no weight at all in a 
given case, then the Commission is free, so far as Smyth v. Ames 
is concerned, to give such element no weight, provided only that 
the Commission has considered this element. 

Even if we grant that “the present as compared with origi- 
nal cost of construction” is identical in meaning with “present or 
reproduction costs,” it is believed that the Commission did con- 
sider this element. It considered it at least in the sense that it 
considered whether or not it was “just and right” that this ele- 


* 262 US. 276 (1923). * 262 U.S. 679 (1923). % 272 U.S. 400 (1026). 
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ment be given any weight at all in this case. It seems clear that 
since the Commission is not required by Smyth v. Ames to give 
reproduction cost any weight whatever, and that since it did con- 
sider the question whether it was “just and right” to do so, the 
Commission has complied with the statute, so far as Smyth v. 
Ames is concerned.** Upon the question whether the Commis- 
sion has given “due consideration” to this element of value, it is 
submitted that the Court has fallen into a confusion of terms. It 
appears to suppose that to give “due consideration” to evidence 
is equivalent to giving the evidence some weight and effect; 
which, of course, it does not really suppose at all: it only acts as 
if it had so supposed. 

Perhaps the real reason for the Court’s decision is that its 
pride was piqued by the Commission’s lecture on economics, in 
which it said that some of the Court’s earlier reasoning upon de- 
termination of value has been in recent years discarded. In the 
words of Mr. Justice Stone, “Had the Commission not turned 
aside to point out in its report the economic fallacies of repro- 
duction costs as a standard of value for rate-making purposes, 
which it nevertheless considered and to some extent applied, I 
suppose it would not have occurred to anyone to question the 
validity of its order.” In fine, the Commission knows too much; 
and it fell into the error of vaunting its learning before the Court. 

Whether the decision, as such, is sound or unsound, it pre- 
sents one glaring defect. It decides nothing, except that the 
Commission’s order is wrongly founded and void. The Court 
has again set down for the Commission a negative rule—one that 
does not give the Commission a hint as to what it may do. Surely 
it does not mean that reproduction cost is the sole test of value 
of railroad properties for the purposes of the recapture clause. 
That were to abrogate the decision of the Court in Smyth v. 
Ames, the Minnesota Rate cases, the McArdle case, and other 
cases cited by the Court in support of its argument in the O’Fal- 
lon case. If it doesn’t mean that, what does it mean? Merely, 
that the Commission is in error because it has acted with reason 

* The other cases cited do not add anything to, or take away anything from, 


Smyth v. Ames, except that they emphasize the rule that “cost of reproduction 
is not the sole measure of value for rate-making.” 
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and prudence and has tried to act in accord with the spirit and 
intent of the Transportation Act. One shudders to think of what 
might happen should the Commission make new valuations, 
based upon “present or reproduction cost,”’ and establish new 
rate schedules calculated to bring a “fair” return upon the values 
determined by that method alone. 

In conclusion of the discussion of the legal aspects of the de- 
cision in the O’Fallon case, it is proper to say that two distinct 
“schools” of judicial thought have manifested themselves in the 
interpretation of Smyth v. Ames and the cases which follow it. 
Two clear statements of the opposed views are found in two 
opinions in Ashland Water Co. v. Railroad Commission (Wis- 
consin).*° In the opinion of the court, Geiger, district judge, 
quotes with approval the following: 


. . . .« Under the rule laid down by the . . . . decisions [of the Su- 
preme Court], it was necessary for the commission, in determining value 
for rate-making purposes, to give consideration to present reproduction 
costs. Not only must the commission give consideration to it, but such fac- 
tor must find reflection in the finding of value. In other words, it is not a 
compliance with this rule for the commission to merely hear evidence upon 
present reproduction cost and then disregard it entirely in making a finding 
on value. Nor can it be said that the rule is met if the commission receives 
evidence of reproduction cost, considers it, and allows a sum so small as to 
indicate clearly that it was not complying with the spirit of the rule an- 
nounced in these decisions. [Italics supplied by the court. ] 


The other statement is by Evans, district judge, in a dissenting 
opinion in the same case. 


To say that the court should give “due” or “substantial” or “reason- 
able” consideration to certain evidence disclosing present reproduction cost 
contributes nothing enlightening to the discussion; for we would be dealing 
with mere words of general meaning. Likewise enlightenment cannot come 
from the use of the word “dominant,” as modifying factor. 

More helpful would be the suggestion that the court follow the pro- 
nouncements made in analogous cases, such as condemnation suits. All fac- 
tors pertinent and relevant to the issue of value should be given considera- 
tion by the fact-finding tribunal. It is for such fact-finding tribunal to 
determine from all the testimony the probative value of each factor. When 
the duly constituted trier of fact has considered all of the proper factors, 


4 F. (2d) 924, at pages 927, 942 (1925). The case has not come before the 
Supreme Court. 
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and its verdict or finding reflects such fact, the finding cannot be assailed 
because a fixed sum or a certain percentage is allowed as equivalent to a 
certain factor. .... I think the evidence was sufficient to justify the 
commission in refusing to allow any large sum for present reproduction 
cost. 

It is believed that those who have adopted the former view 
have overlooked the important statement in the opinion in Smyth 
v. Ames that the elements of value are to be given such weight 
as is just and right in each case. If this be kept in mind, it is sub- 
mitted, with due deference, that the view of the O’Fallon deci- 
sion, that reproduction cost must be reflected in the result, rests 
upon a misconception of the rule in Smyth v. Ames. In fact, the 
Court, itself, does not take this sort of view in regard to the fix- 
ing of rates by the Commission. In Chicago R. 1. & P. Ry. v. 
U.S.,*° affirming a judgment of a district court of the United 
States, which held valid a determination of rates, the Court, 
speaking through Mr. Justice Sutherland, said, “If the determi- 
nation of the Commission finds substantial support in the evi- 
dence, the courts will not weigh the evidence nor consider the 
wisdom of the Commission’s action.” Here the fact-finding 
function of the Commission is clearly recognized and unham- 
pered. If that view is taken upon the establishment of rates, 
why should it not also be taken upon the finding of values upon 
which the rates are based? 

The obvious solution of the difficulty, of course, lies in 
amendment of the Transportation Act by Congress, which Con- 
gress might do by providing merely that the Commission, in de- 
termining recapture values, shall give such weight as it may 
think fit, to every factor of value, which is relevant to the issues 
of the case before it, if that is what Congress desires that the 
Commission should do. As long as Congress remains silent, 
neither of the two views as to the meaning of Smyth v. Ames can 
permanently prevail. The statute should be amended so as to 
settle this part, at least, of the controversy which has so long 
plagued the economists, the Commission, the courts, and the 
railroads. 

J. F. Curist 


© 274 US. 29 (1927); 47 Sup. Ct. 486. 








THE SUPREME COURT DECISION 
IN THE O’FALLON CASE 


PART II 


RIEFLY stated, the Supreme Court has said that the re- 
capture provisions of the Interstate Commerce Act re- 
quire that consideration shall be given to the costs of 

reproducing the carrier’s property, current at the time when re- 
capture of excess earnings is attempted. The Court also declared, 
from an examination of the majority and minority opinions of 
the Interstate Commerce Commission when the question of ex- 
cess income was before that body, that the Commission had not 
given consideration’ to the current costs of reproduction, in ar- 
riving at the income subject to recapture. Since the weight to be 
accorded such evidence was not before the Court, no opinion was 
given on this point. Virtually, then, the Commission is informed 
that it has not complied with the Congressional mandate; but 
what constitutes compliance is very uncertain. Since it is yet 
very uncertain how the Commission shall give effect to the de- 
cision, the probable economic consequences of the decision must 
be premised with doubt. 

Current estimates’ of the probable effects of the decision ap- 
pear to center about some four or five main issues, namely, (1) 
the probable effect upon railroad freight rates, (2) the probable 

*The Court uses the word “consideration.” It is true that the Commission 
did actually discuss the advisability of giving weight to current reproduction cost, 
and decided to reject it. They did consider the probable effects of a general ap- 
plication of this doctrine, but they gave it no weight so far as property elements 
in existence in 1914 were considered. The Commission point out, however, that 
they did give weight to current reproduction costs so far as they have been re- 
flected in prices paid for new construction and replacements, and in the current 
valuations of carrier lands. When, therefore, it is said that the Commission did 
not give weight to current reproduction costs, this must be understood in refer- 
ence to the reproducible property elements as they existed in 1914. It must also 


be observed that the Commission used actual costs of increments in investment 
between 1919 and 1923, not current reproduction costs. 


* Written June 1, 1929. 
248 








THE SUPREME COURT AND THE O’FALLON CASE 249 


effect upon the financial position of various carriers, (3) the 
probable effect upon the course of railroad regulatory legislation 
by Congress, and (4) the probable effect upon the valuation 
work of the Commission, which has now extended over some fif- 
teen years and has cost carriers and government jointly some- 
thing in excess of 130 million dollars. Somewhat less urgent is 
the possible effect upon the carrier’s programs of improvement. 

Probably the first point is of the most universal interest. 
Those opposed to the current-reproduction-cost theory of valua- 
tion had conjured up somewhat alarming visions concerning the 
possible effect of the complete acceptance of this theory upon 
the level of transportation charges. It was urged that this theory 
would add some 11 billion dollars to the property account of the 
carriers, resulting in a total sum for all the railroads of between 
35 and 4o billion dollars.* Under Section 15a of the Interstate 
Commerce Act, the Commission would be required to permit a 
rate-level which would enable the carriers to earn a fair return 
upon this enhanced “fair value.” Passenger revenues are now 
rather less than one-sixth of the total revenues of the carriers; 
and increased charges would be borne chiefly by the freight traf- 
fic. Supposing, then, that transportation charges could be raised 
sufficiently to permit the fair return, the added transportation 
bill of the country would be somewhere in the neighborhood of 
600 million dollars.* 

Nevertheless, current thought on the subject quite generally 
suggests that no general increases in transportation charges are 
in immediate prospect because of the decision. The Traffic 

* Thus the Commission itself in the O’Fallon case, 124 I.C.C. 32, using the 
base of 18.9 billions adopted in ex parte 74, and applying the price index of later 
years thereto, found a possible aggregate value of 41 billions for 1920 and 31 bil- 
lions for 1923. A more moderate increase was suggested by F. J. Lisman in the 
Railway Age of December 1, 1928, page 1084. He declared that if the Supreme 
Court should follow its decision in the Southwestern Bell and Indianapolis Water 


cases, valuations of the railroads would be increased not less than 25 per cent, or 
about 5% billions in the aggregate. 


*The Commission also point out that whatever percentage of change in the 
aggregate valuation should be adopted would affect 30 per cent of the necessary 
aggregate income, with an assumed operating ratio of 70 per cent. But the oper- 
ating ratio has averaged above 75 per cent since 1920. 
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World,’ as a representative of the shipper so concludes, and the 
Railway Age,® as spokesman for the railroads, discounts the ef- 
fect upon rates by pointing out the competitive difficulties of the 
carriers. Financial opinions, as expressed in the Wall Street 
Journal,’ Commercial and Financial Chronicle,’ Annalist,’ and 
other financial media, seem to concur in this conclusion. Presi- 
dents of three prominent eastern trunk lines are reported by the 
press to have denied the likelihood of immediate rate increases. 
It is true that the comment of western railroad executives was 
more guarded concerning this phase; the low level of returns 
that has prevailed for some time in the Northwest and pending 
readjustments in western trunk line rates, which carry some in- 
creases, doubtless suggested caution. But still the opinion seems 
fairly prevalent that no immediate increases in rates are likely 
to result because of the decision; that ultimately, perhaps, some 
increases may take place here and there; that it may facilitate 
advances of rates in the depressed rate districts; and that a most 
important result may be a cessation of the process of “whittling 
away freight rates” which has been so persistent; and that the 
rate-level may be stabilized rather close to its present level. 
There is much to sustain the view of those who expect the 
effect of this decision upon railroad rates to be comparatively 
small. In the first place, it must not be overlooked that final val- 
uation of the carriers is still very uncertain. The Court did not 
say that the Commission must value their properties according 
to the current cost of reproduction, but simply that some weight 
should be given to evidence of that character. It is still debata- 
ble what weight is to be given that factor, and the Commission 
will probably be allowed a considerable range of judgment. The 
Court itself suggested the possibility that some roads may prop- 
erly be valued below their cost of reproduction. While the in- 
ference is probably warranted that some increase in the Com- 
mission’s tentative and final values will take place, there is no 
assurance that it will be large. Again, the carriers may decline to 


* Issue of May 25, 1929, p. 1249. 
*May 25, 1929, p. 1190. * May 25, 1929, p. 3392. 
* May 22, 1929. * May 24, 1929, p. 930. 











THE SUPREME COURT AND THE O’FALLON CASE 251 


press for rate increases based upon current reproduction costs, 
because of a fear of public hostility, should they undertake this 
course; or even a recognition that the Commission itself might 
be antagonistic. 

It must also be remembered that the Commission has power, 
by virtue of section 15a, to prescribe a fair rate of return as well 
as a fair valuation base. Conceivably the Commission might, as 
a matter of policy, follow a conservative tendency in valuation 
and a liberal one in prescribing the rate of return. If forced by 
this decision to adopt what a majority of them regard as a too 
liberal valuation base, might they not feel constrained to con- 
strue a fair rate of return strictly? At present that fair rate of 
return is 534 per cent. Now 534 per cent return on an assumed 
base of 25 billions is practically the same as 54 per cent on an 
assumed base of 27.5 billions. That is to say, that a reduction of 
one-half of 1 per cent in the rate of return might offset the effect 
of an increment of 2% billions in the valuation base. This pos- 
sibility should not be overlooked. 

Again, it should be remembered that, since the Transporta- 
tion Act of 1920, the carriers as a whole have not been able to 
earn the prescribed fair rate of return upon the much more mod- 
erate valuations found in their investment accounts. This does 
not argue capacity to earn a fair return upon any considerably 
enhanced value.*° 

The power of shippers over rates is well understood, at least 
among traffic men; and it is manifested in the expression “whit- 
tling away the rates.”” Much of this is accomplished through pri- 
vate bargaining, without the intervention of the Commission. 
But the whole process of rate regulation appears to work in this 

** The interpretation to be placed upon this fact will shift with the view- 
point. Railroad spokesmen will say that the Commission has not permitted the 
carriers to charge enough to secure that return. So the editor of the Railway 
Age writes in the editorial on the O’Fallon decision, issue of May 25, 1929. But 
quite obviously the Commission cannot be charged with the entire responsibility 
for this condition. The Commission say in the O’Fallon case (pp. 32-33), in re- 
viewing the attitude of the carriers themselves since 1929, that the latter had not 
asked for rate-levels based upon current reproduction price-levels. “In 1926 we 


denied a general increase in rates proposed by the carriers in the western district, 
and in that proceeding the carriers, while arguing that the current price level 
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direction. By far the largest number of cases brought before the 
Commission consist of small sections of rate structures. If the 
rates are found unreasonable and a reduction is ordered, there is 
nothing in the immediate proceeding to compensate the carrier 
for revenue lost by this reduction. Until the present Hoch-Smith 
Resolution, the attempts to view the rate structures as a whole 
have been very few; and even that act carries the injunction 
that agricultural products shall be favored. Discriminations in 
rates are very frequently (if not generally) corrected by reduc- 
tions rather than increases. To the writer it seems quite doubtful 
that even a favorable decision in the matter of valuations (i.e., 
favorable to the carriers) will be able to counteract these tend- 
encies. 

But the strongest reason for believing that increased valua- 
tions, should they materialize, will not exert great influence upon 
rates, is to be found in the traffic tendencies upon American rail- 
roads. The decline in passenger traffic since 1920 has frequently 
been emphasized; the end of this decline does not yet appear. It 
is perhaps less generally understood that rate of the growth of 
freight traffic on the railroads has declined to modest propor- 
tions. Traffic is still growing, but at a much slower rate than for- 
merly. There is reason to believe that it is not increasing as fast 
as the commercial activity of our population.’ Various reasons 
may be assigned. Undoubtedly increasing competition from high- 
ways and waterways is, in a measure, responsible. Probably, 
too, certain changes are taking place in our economic life, which 
are yet very difficult to measure. For example, the declining con- 
sumption of coal through more efficient utilization of that ar- 


warranted a far higher ‘value,’ asked only that their aggregate recorded invest- 
ment in road and equipment and working capital be used as a base. They con- 
ceded that traffic probably could not bear rates based on any higher amount.” 
And the Railway Age editorial confirms this with the following: “Furthermore, 
while the railways have refused to accept the commission’s principles and methods 
of valuation, they have never actually tried to get it to use, in the regulation of 
rates, a basis higher than the investment in the properties indicated by their ac- 
counts.” 


"See Railway Age, January 5, 1929, p. 10, statement by L. A. Downs, pres- 
ident of the Illinois Central Railroad. 
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ticle; inventions which diminish the amount of raw material re- 
quired to produce a given volume of goods; improved shipping 
containers which have reduced the tonnage of goods hauled; de- 
centralization of manufacture and distribution through reloca- 
tion of industrial plants—these are illustrations of changes which 
have probably slowed down the rate of traffic increase and which 
will probably continue to affect the volume of traffic. Faced with 
an absolute decline in passenger traffic; with a reduction in the 
rate at which freight traffic increases; with growing competition 
from existing highways and waterways; and with propaganda 
for the increase of these competing agencies, it is difficult to see 
how the carriers, collectively, could press vigorously for rate 
increases to sustain any considerable enhancement of capital 
values. 

On this aspect of the case it may finally be said that the pro- 
visions of section 15a of the Interstate Commerce Act are not 
rigid. The Commission is to allow rates that will permit, as near- 
ly as may be, under prudent and economical management and 
reasonable expenditures for maintenance, the fair return upon 
the aggregate property used for transportation. “As nearly as 
may be,” “fair return,” “prudent management,” reasonable ex- 
penditures for maintenance—all are elastic terms. Some “whit- 
tling away of the benefits of the decisions” is possible here. 

The possible effect of the decision upon the financial policies 
of the carriers doubtless most concerns the speculative element. 
This issue is supposed to be more limited in scope than the pre- 
ceding issue, inasmuch as it concerns mostly the carriers as- 
sumed to be liable to the operation of the recapture section. It is 
difficult to state accurately the total amount of recapturable in- 
come that has accrued since 1920. The Commission has made 
no estimate; in fact, could not do so, until final valuations are 
completed and brought down to date. An estimate prepared by 
Dow Jones & Company” shows some 225 millions of accrued re- 
capture liability by twenty-seven railroads since 1920, suppos- 
ing the decision of the Commission in the O’Fallon case to be 
fully sustained. The Santa Fe, New York Central, Chesapeake 


* Quoted in several financial papers; particularly in Barrons for May 27, 
1929. 
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and Ohio, Norfolk and Western, St. Louis and San Francisco, 
were credited with the largest sums. 

The Commission has not been sustained; and financial 
thought is that the most important and immediate effect of the 
decision will be to limit and defer indefinitely the recapture of 
excess earnings. It is even possible that the decision may largely 
nullify the recapture clause. This conclusion obviously rests 
upon the assumption that the Commission will give weight to the 
current reproduction costs. If considerable weight is given, it is 
quite possible that few, if any carriers, will be subject to recap- 
ture of excess earnings between 1920 and 1928. Furthermore, it 
seems probable that litigation may arise in numerous cases over 
the weight actually given to this factor by the Commission, inas- 
much as the Court implied that would be a variable element. 
This would defer the liability, even should it be established ul- 
timately. 

The foregoing seems to be accepted as the most important 
financial result. It is also urged that carriers which previously 
have not been able to do so may now reward patient stockholders 
because of this recapture liability; that carriers may now be re- 
lieved of the incentive to make heavy maintenance outlays be- 
cause preferring that to recapture of income;** and that railroad 
stocks may now acquire a better standing in the investor’s 
mind,** with the result that more stock issues will be floated and 
a somewhat better balance established between stocks and bonds 
in the capitalization structure of the railroads. It has also been 
argued that one effect may be to permit the carriers to retain the 
savings they have been able to effect, instead of passing them on 
to shippers and to labor.*® Much of this sounds like the offerings 

* For example, it was urged at gatherings of shippers in 1927 that the pres- 


ence of the recapture section made the carriers somewhat less vigilant in repel- 
ling the demands of railway labor for increased wages. 


* Railway Age, January 5, 1929, p. 63. J. O. Lyne, financial editor of the 
Railway Age, in comparing the small gains for railroad stocks during 1928 with 
gains of industrials, mentions the imminence of the O’Fallon decision as one re- 
straining influence upon the price of such securities. 


*F. J. Lisman, Railway Age, December 1, 1928, p. 1084: “If the O’Fallon 
decision should be favorable to the railroads, it may be reasonably expected that 
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of the speculative mind, which delights in concealed reserves, or 
assets. It is difficult to prove or disprove the existence of over- 
maintenance, and it must be recalled that the Commission has 
power to inquire into that.’* Still there is an area of administra- 
tive discretion; between “clearly reasonable” and “clearly un- 
reasonable” there is quite an extent of territory. 

Current opinion generally seems to incline to the view that 
the decision will not destroy the valuation work already done by 
the Commission. In this, the dictum of Chairman Lewis of the 
Commission, who has charge of the valuation work, seems to 
have been followed. 

So far as I can see, the decision entails little disturbance to that body 

of data. The inventories of railroad property are being perpetuated and can 
be used as a foundation for finding the total figures by any method or theory 
of law. The only thing it does disturb is the O’Fallon theory as set up for 
the purpose of recapturing excess earnings of this particular railroad.* 
But a question may well be raised concerning the adequacy of 
the data thus acquired. What method shall the Commission em- 
ploy in ascertaining the current reproduction cost of the car- 
riers? The method which the Commission proposed to use had 
the merit of simplicity; take the values of the reproducible units 
at the prices prevailing for the five to ten years ending with June 
30, 1914, land at current replacement costs, and net additions to 
the property since 1914 at actual costs as reflected in the ac- 
counts. 

But the decision renders this method untenable. The car- 
riers had suggested a valuation of the reproducible units at prices 
increased according to changes in the general price-level; or, as 


if there be no rate advances, they will be allowed thereafter to keep whatever 
they can save out of operating expenses. These savings, derived from hundreds 
of different sources, have averaged on the whole probably over 1% of the gross 
earnings per annum and have heretofore all been passed over to the public in the 
form of lower rates and to labor, by way of wage increases. Thenceforward the 
companies should be permitted to keep these savings amounting to about 62 
million dollars a year.” 


*In the O’Fallon case the Commission, in calculating the recapturable in- 
come, disregarded as expense increases in compensation to the executive officer 
not based upon assumption of any added duties. 


* Quoted Railway Age, May 25, 1929, p. 1215. 
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an alternative, at prices of railway materials and railway wages 
prevailing in the recapture year. Neither one of these methods 
was satisfactory to the Commission. 

Costs of railroad building, owing to improvements in methods and 

economies effected thereby, did not vary greatly during the period of 20 
years preceding 1914, although the prices of labor and material fluctuated. 
There is no testimony here as to how much it cost to build any railroad or 
any substantial part of one in any of the recapture periods, and for that rea- 
son it is impossible to make a comparison of such costs in the two periods. 
It is not safe to assume as the O’Fallon has assumed, that costs of building 
railroads have varied in recent years in direct ratio to the variation in costs 
of commodities in general use, or in the costs of materials or labor gen- 
erally.'§ 
The fact that railroad construction has been at a low ebb during 
the last fifteen years would increase the difficulty of securing re- 
liable evidence of costs. In his dissenting opinion Justice Bran- 
deis enumerated a long list of improvements in railway construc- 
tion and equipment, to show how important the element of 
“functional depreciation” (otherwise known as “obsolesence’’) 
probably would be, and indicated that it would be a severe ad- 
ministrative task for the Commission to undertake such a calcu- 
lation for each year in which recapture of earnings would be 
undertaken. Yet the acceptance of the current-reproduction- 
cost theory would seem to require that. This would apply not 
only to the property in use prior to 1914 but also to the net an- 
nual additions to the investment since that date. 

Possibly the Commission may conclude that administrative 
necessities will require the use of a general price-level index in 
constructing the current reproduction cost, especially since they 
are not required to find a final value of the carriers based upon 
such a determination. But that only makes more difficult the 
question of the weight to be assigned such a figure. In replying 
to the suggestion that current reproduction cost should be given 
some weight, and pointing out that some weight had been al- 
lowed for this factor in the current values of land and actual 
costs of additions since 1914, the Commission said: 


* 324 L.C.C. 41. 
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We know of no other way of giving weight to this factor which is not 
dependent upon caprice, unless full weight be given under the current re- 
production cost doctrine. There is, in our judgment, no intermediate proc- 
ess possible which is capable of being applied by any rule independent of 
the caprice of those who apply it.?® 


The existing engineering data may not be disturbed, but the po- 
sition of the Commission is a difficult one. 

The future of the recapture provisions is in doubt. Long be- 
fore the O’Fallon decision, opposition to the recapture section 
had been voiced by the National Industrial Traffic League. The 
recapture section, of course, is part of the general statutory dec- 
laration of the right of the carriers to a fair return, which is 
found in section 15a. The problem of allowing weak lines a fair 
return, without according strong roads an exorbitant one, was a 
prominent feature before the framers of the Transportation Act 
of 1920, which introduced the recapture provision. The recap- 
ture of excess income as a possible drive toward consolidation of 
weak and strong lines, as a means of avoiding such recapture has 
not been overlooked; but one may hazard the statement that it 
has not been a potent factor in such consolidations as have taken 
place down to date. The recapture provision is further tied in 
with the valuation provision of section 19a. Legislative assault 
upon both sections is quite within the realm of possibility. It is 
very doubtful whether the carriers themselves have any real in- 
terest in the retention of the recapture section. If the Commis- 
sion does accord substantial increases in carrier values, and 
manifests a disposition to permit substantial rate increases, the 
movement to amend the valuation section and repeal the recap- 
ture provision is likely to become formidable. 

L. C. SoRRELL 


*” 324 I.C.C. 30. 








ILLINOIS BANKS AND THE FEDERAL RESERVE 
SYSTEM 


LLINOIS, with more unit banks than any other state in the 
Union and with aggregate bank resources exceeded only by 
those of New York and Pennsylvania, is important to study 

with reference to the Federal Reserve System.* The 1,817 banks 
in the state, December 31, 1928, consisted of 1,328 state institu- 
tions and 489 national. 

Since 1913 there has taken place a marked change in the 
relative position of the state and national banks in Illinois. At 
the close of 1913 the former banks constituted not quite 60 per 
cent of the total number; at the present time they comprise a 
trifle more than 73 per cent of all the banking institutions. They 
have nearly doubled during the last fifteen years. Within the 
first six months of 1921 a total of 378 state banks were incorpor- 
ated; this impetus was largely due to the state law becoming 
effective, January 1, 1921, prohibiting unincorporated banks. 
While national banks in Illinois have increased since 1913, the 
net increase has been relatively slight—a gain of not more than 
29 banks.’ 

The resources of Illinois banks have expanded considerably 
more than has the number of banks. At the end of 1928 the ag- 
gregate bank resources of the state were slightly in excess of 
5,051 millions, that was 2.8 times the resources reported at the 
end of 1913. A good part of the expansion was contributed by 
the state institutions, which increased their assets 3.2 fold. The 
resources of the national banks expanded not quite two and 
one-half times. At no time since 1913 have the resources of the 


* The bank resources of Illinois and Massachusetts are practically the same 
in amount. 

? Figures covering the number of member banks were taken from the An- 
nual Reports of the Federal Reserve Board and the Reports of the Federal Re- 
serve Banks of Chicago and St. Louis. Bank resource figures were taken from 
the Annual Reports of the Comptroller of the Currency and the Reports of the 
State Auditor of Public Accounts. 
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state banks aggregated less than 49.4 per cent of the entire 
banking resources of the state. And at one time, the middle of 
1925, they were as much as 61.2 per cent of the total. At pres- 
ent, approximately 57.3 per cent of the total bank resources are 
those of state banks. 

By legal requirement all the 489 national banks of Illinois 
are members of the Federal Reserve System; these banks repre- 
sent not quite 43 per cent of the entire banking power of the 
state. As was indicated in the foregoing, the increase in the net 
number of national banks in the state has been very slight since 
the inauguration of the Federal Reserve System—not more 
than two a year. 

The significance of Federal Reserve membership, however, 
quite obviously attaches far more to the state banks than to the 
national. Of the 1,328 state institutions, 133 have a capital stock 
of less than $25,000.* A twenty-five thousand dollar capital is 
the minimum for a national bank; however, a state bank is eli- 
gible for membership if it has a paid-up, unimpaired capital of 
at least 60 per cen of the capital sufficient to entitle it to become 
a national bank in the place where it is situated. This means that 
a capital stock of $15,000 is the absolute minimum for eligibil- 
ity.* The 38 state banks reporting capital under this figure are 
thus not eligible to become members. On analysis it is found that 
in addition there are 72 state banks which do not have the mini- 

* That there is a larger proportion of small banks among the state banks of 
Illinois than among the national banks is seen from the fact that approximately 


48 per cent of the former banks have a capital of less than $50,000; of the na- 
tional banks, not quite 27 per cent are so capitalized. 

“In order to become a member of the Federal Reserve System, any state 
bank or trust company must have a minimum paid-up capital stock at the time 
it becomes a member, as given in the following table: 








Minimum Capital | Minimum Capital 





. . — : If Admitted Under | If Admitted Under 
If Located in a City or Town with a Population Provisions For the 60 Per Cent 
Nationa! Banks Provision 
Not exceeding 3,000 inhabitants...................+-.-- $ 25,000 $ 15,000 
Exceeding 3,000 but not exceeding 6,000 inhabitants. .... . 50,000 30,000 
Exceeding 6,000 but not exceeding 50,000 inhabitants... . . 100,000 60,000 


ceeding 50,000 inhabitants (except as stated below).. 200,000 120,000 
In an outlying district of a city with a population exceeding 
50,000 inh Sidtentes providing state law permits organiza- 
tion of state banks in such location with a capital of 
ENE occhacwnsscnmdcdevsersearsceeusaen 100,000 60,000 
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mum of 60 per cent of the capital required of the national banks 
and are therefore ineligible for membership in the Federal Re- 
serve System.® Barring the 110 ineligibles, there remain 1,218 
state banks which meet the capital requirements for member- 
ship; of these, only 75 are members. 

During the first three years of the operation of the Federal 
Reserve System not more than 3 state banks in Illinois became 
members. The years 1917 and 1918 were those of the greatest 
impetus to state-bank membership; in those two years a total of 
61 banks joined the System. Since 1918 during no year have 
more than 11 banks joined, and in every year except one—1925 
—there have been withdrawals. In 1923 there were as many as 
9 withdrawing from membership; the same number withdrew 
in 1928. 

Not since 1918 have so few state banks in Illinois been mem- 
bers of the Reserve System as at the present time. And not since 
1917 have the state-bank members comprised so small a propor- 
tion of the total state institutions as at present (Table 1). Of the 
75 state banks which are members, 60 are in that part of Illinois 
in the Seventh District and 15 in the Eighth District (the south- 
ern part of the state). Forty-two per cent of the membership in 
the former area consist of banks located in Chicago. That por- 
tion of Illinois in the Seventh District comprises almost two- 
thirds of the state’s area; and, outside of Chicago, almost 75 
per cent of the population. In this area are 74 per cent of all the 
state banks of the state, and 80 per cent of the member state 
banks of the entire state are located here. Therefore, this dis- 
trict makes a somewhat better showing relative to state-bank 
membership than the Eighth District. Withdrawals from mem- 
bership on the part of the state banks have been frequent; in 
the former area there has been one withdrawal for every three 
admissions and in the Eighth District one withdrawal for every 
four banks joining the system. 


° Of these 72 state banks ineligible on account of deficient capital stock, 14 
are in towns of between 3,000 and 6,000; 30 in cities of from 6,000 to 50,000 in- 
habitants, and 28 in Chicago. The present minimum of capital stock for national 
banks in Chicago is $200,000; there are 28 state banks in that city which do not 
have the required capital of $120,000 requisite for membership. 
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That there is a tendency for the largest of the state banks to 
become members is clearly revealed in Table II. Exactly one- 
half of the state-bank members have a capital stock of $175,000 
and over. The members of this group, moreover, comprise ap- 
proximately 20 per cent of all the state banks of this size. Close 
to 30 per cent of all the state-bank members report outstanding 


TABLE I 


STATE BANKs OF ILLINOIS ADMITTED AND WITHDRAWN FROM MEMBERSHIP OF THE 
FEDERAL RESERVE SYSTEM; PERCENTAGE OF STATE BANK MEMBERS TO TOTAL 
NUMBER OF STATE BANKS IN ILLINOIS DECEMBER 31 OF EACH YEAR (THE 
STATE Is DivipEpD Into THAT PortTION Wuicu Is IN THE SEVENTH FEDERAL 
RESERVE DISTRICT AND THAT PorTION WuicH Is IN THE E1GHTH DIstTRICT) 
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capital of between $25,000 and $75,000; this, however, is not 
quite 8.5 per cent of all the state banks in that group. There are 
512 banks in the $25,000 to $50,000 capital group—more than 
in any other class; of these, only a trifle more than 1.5 per cent 
are member banks. 

The average capital of the state member banks compared to 
that of the state banks as a whole again points to the fact that 
there is a tendency for the larger banks to become members. The 
median capital of the member banks is found to be $150,000, 
whereas that of all the state banks, member and non-member, is 
$50,000. Not one of the 133 state institutions with a capital 
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stock under $25,000 is a member, although a bank with 60 per 
cent of this figure is eligible for membership as was pointed out 
in the foregoing. At the close of 1928 only 5.6 per cent of all the 
state banks were members of the Reserve System; 6.1 per cent 
of those eligible for membership were members. 

As stated at the outset, the state banks of Illinois have in- 
creased far more rapidly since the inauguration of the Federal 
Reserve System than have the national banks. At present, al- 
most three-fourths of all the banks have state charters. State 


TABLE II 


MEMBER STATE BANKs OF ILLINOIS GROUPED ACCORDING TO 
OUTSTANDING CAPITAL STOCK, JUNE 30, 1928 
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banks relative to national banks vary to quite a marked degree 
as between counties. Considering the state as a whole, almost 30 
per cent of the counties show at least four-fifths of their banks 
to be state institutions. In three-fifths of the counties, between 
50 per cent and 8o per cent of all banks have state charters. 
Only one county out of every nine shows more national banks 
than state. There are seven counties in which there is not a single 
national bank. In that part of Illinois in the Seventh Federal Re- 
serve District, state banks are somewhat greater in number rela- 
tive to national banks than in the lower part of the state. 

It goes without saying that in those counties which show a 
preponderance of state banks, a tendency exists for the poorest 
showing with respect to membership in the Reserve System. 
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Table III shows the distribution of the counties of Illinois rela- 
tive to membership. As for the entire state, in one-fifth of the 
counties less than 20 per cent of all the banks (both national 
and state) are members of the Reserve System. In almost four- 
fifths of all the counties less than one-half of all the banks are 
members. Only 21 counties out of a total of 102 show more than 
one-half of their banks to be members. The 7 counties having 
no national banks show that none of their state banks are mem- 


TABLE III 


PERCENTAGE OF MEMBER BANKS IN ILLINOIS TO TOTAL NUMBER 
OF BANKS IN THE STATE BY COUNTIES, JUNE 30, 1928 
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bers of the Reserve System. As to the number of counties show- 
ing at least one-half of their banks as being members, that part 
of Illinois in the Eighth District makes a little better showing 
than that in the Seventh District. The same favorable showing 
is likewise made by the Eighth District in reporting relatively 
few counties in the lowest percentage group. In the state as a 
whole, a trifle more than 31 per cent of all the banks are mem- 
bers. That part of Illinois in the Seventh District shows only 30 
per cent of its banks to be members; in the southern district ap- 
proximately 35 per cent of all the banks belong to the Federal 
Reserve System. Of all banks in the state, at no time have more 
than two-fifths been members. This peak in membership was 
reached in 1918. During the three following years a decline took 
place; by the close of 1921 not quite 31 per cent of all the banks 
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were members. Membership at this level has been maintained 
since then remarkably constant. 

Inasmuch as the largest of the state banks tend to become 
members of the Federal Reserve System rather than the smaller 
institutions, it follows that the aggregate bank resources repre- 
sented in the system makes a far more favorable showing than 
the membership of unit banks. At all times since the close of 


TABLE IV 


AGGREGATE BANK RESOURCES OF ILLINOIS AND THOSE REPRESENTED 
IN THE FEDERAL RESERVE SYSTEM, DECEMBER 31, EACH YEAR 
(UNIT $1,000,000) 
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* June 30. 


1914 more than one-half the entire bank resources of the state 
have been those of member banks (Table IV).° During 1917 
and 1918 the most significant increase in member bank re- 
sources took place. At the close of 1916, 52.7 per cent of the 
aggregate bank resources were represented in the Reserve Sys- 
tem; two years later they comprised 81.4 per cent. Since 1918 
the proportion of member bank resources to the total of the 
state has remained close to 70 per cent. June 30, 1928, the pro- 
portion was 72.2 per cent. 


* The Federal Reserve Bank of Chicago began operating in November, 1914. 
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Member banks in Illinois have gained more than 3.8 fold in 
resources since the beginning of the Reserve System. Of this 
gain in member bank resources, amounting in excess of two and 
one-half billions, considerably more has been contributed by 
the state banks than by the national. While the resources of 
state member banks have steadily increased until at present they 
aggregate close to one and one-half billions, they have at no 
time exceeded 44 per cent of the total resources of all member 


TABLE V 


NUMBER OF STATE-BANK MEMBERS OF ILLINOIS; THEIR AGGREGATE 
RESOURCES; AND PERCENTAGES TO TOTAL OF ALL MEMBER BANKs, 
DECEMBER 31, EACH YEAR 


NUMBER OF MEMBER BANKS MeMBER-BANK RESOURCES 
(UNIT $1,000,000) 
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banks (national and state). At the close of 1928, the resources 
of member state institutions were 41.2 per cent of the total rep- 
resented in the Reserve System (Table V). It will be observed 
that the largest increase in the resources of state member banks 
took place during 1917; by the close of that year one-quarter of 
all the member bank resources were those of state banks. While 
since 1918 between 30 per cent and 4o per cent of all member 
bank resources have been those of state institutions, state banks 
have not comprised more than 15 per cent of the membership. 
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This again points to the tendency for the larger banks to join the 
Reserve System. 

That a marked difference exists among the counties of IIli- 
nois with respect to the proportions of bank resources represent- 
ed in the Federal Reserve System is to be seen in Table VI. 
Considering the state as a whole, one-fifth of the counties show 
tess than 30 per cent of their aggregate bank resources to be in 
the Reserve membership. In more than one-half of the counties 
—54 per cent—less than half of the banking power is in the 


TABLE VI 


PERCENTAGE OF MEMBER-BANK RESOURCES IN ILLINOIS TO THE 
AGGREGATE BANK RESOURCES OF THE STATE BY 
CouNTIES, JUNE 30, 1928 
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Federal Reserve System. As much as 70 per cent and over of the 
bank resources, however, are reported in the Reserve member- 
ship by something more than one-fifth of the counties. That 
part of Illinois in the Eighth District displays a somewhat more 
favorable situation by county for the Reserve System than does 
the Seventh District. The former area shows that in exactly 
one-half of its counties 50 per cent and more of the banking 
power is represented in Reserve membership, whereas only 43 
per cent of the counties in the Seventh District have such pro- 
portion in the membership. 

As implied in the foregoing, member bank resources concen- 
trate in Chicago to a remarkable degree. While member banks 
in the city have never constituted more than 11.5 per cent of 
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all the members in Illinois, they have at all times represented at 
least two-thirds of the aggregate member bank resources of the 
state; and since 1917 Chicago banks have represented at least 
three-quarters of the total member bank assets.’ 

Let us note how bank membership in Illinois compares with 
that of the entire country. At the outset it was pointed out that 
a very marked increase in the number of state banks in Illinois 
had taken place during the last fifteen years relative to national 
banks. At present approximately 73 per cent of the banks in the 
state are those with state charters; these constituted only 60 per 
cent at the close of 1913. Considering the United States as a 
whole, practically no change has taken place throughout this 
period in the relative number of the state institutions; June 30, 
1927, 71.2 per cent of the banks were state institutions and that 
was the situation 15 years ago; the highest position for state 
banks occurred in 1921, when nearly 73.6 per cent of the banks 
were those with state charters.* It thus appears that during re- 
cent years the relative position of state banks in Illinois has not 
only caught up with the position which they occupied through- 
out the country as a whole, but at present exceeds the latter by 
approximately 2 per cent. Proportional resources, however, do 
not show so much difference: in the middle of 1927, 61 per cent 
of the bank resources of the country were those of state institu- 
tions, whereas 60.2 per cent of all the bank resources of Illinois 
were those of the state banks. It thus appears that in so far as 

“It is interesting to observe that the number of member banks in Chicago 
has shown a consistent relative increase from 4.5 per cent of all the member 
banks in Illinois at the close of 1914 to 11.5 per cent of all the members at the 


end of 1928. As of this latter date 78 per cent of the aggregate member bank re- 
sources of Illinois were those of Chicago banks. 


*In the number of state banks of the United States, state (commercial) 
banks, loan and trust companies, stock savings banks, mutual savings banks, and 
private banks were included. While mutual savings and private banks are not 
eligible for membership in the Reserve System, it seems better to include them 
in the state-bank group. This grouping then divides al! the banks in the country 
into two groups, national and state. There are no mutual savings or private 
banks in Illinois. And these banks in the entire country, June 30, 1927, consti- 
tuted only 4 per cent of the total number of banks for which the comptroller of 
the currency had reports. June 30, 1927, is the last date for which figures cover- 
ing all the banks of the country are available. 
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unit banks are concerned—because there is a general tendency 
for state banks not to join the Reserve System—Illinois would 
not make quite so favorable a showing as the country as a whole. 

As a matter of fact, not so large a proportion of the state 
banks in Illinois are members of the Reserve System as in the 
country at large. As was indicated above, 5.5 per cent in Illinois 
are in the membership and almost 7 per cent (6.8 per cent June 
30, 1927) in the United States. At no time since 1920 has so 
large a portion of the state institutions of Illinois been members 
as in the entire country.® A rather marked difference is noted, 
however, when state bank resources are analyzed. At the close 
of 1927, 52.1 per cent of all the state bank resources of this state 
were represented in the Reserve System; while for the country 
as a whole not quite 40 per cent of the banks other than national 
were in the membership. 

As to all the banks in the country, June 30, 1927, 33.6 per 
cent were members of the Reserve System. Of the banks in IIli- 
nois (state and national) only 31 per cent were members.”° Un- 
til 1921 Illinois showed a relatively greater number of member 
banks than the entire country; since 1921 not so favorable a 
showing has been made."’ 

June 30, 1927, 72.2 per cent of all the bank resources of IIli- 
nois were in the Federal Reserve System; for the country as a 
whole, not quite 63 per cent. 

The relatively slight number of member banks in Illinois is 
probably due to the large proportion of state institutions. And, 
as it has been pointed out, many of these are very small units. 
It is commonly held that national banks during the past few 
years have lost in numbers relative to state institutions because 

* The states reporting the largest number of member state banks are in or- 
der: Michigan, New York, Pennsylvania, Texas, Ohio, and Illinois. 

* It is to be noted that Illinois does not make quite so good a showing in the 
number of unit member banks as that of the country as a whole, in spite of the 
fact that this state has no banks, such as mutual savings and private banks, 
which are ineligible for membership. 


* While Illinois leads in the total number of unit banks, it is exceeded in the 
number of member banks by New York, Pennsylvania, and Texas. 
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the former in several respects have not been on an equal com- 
petitive footing with the state banks. At least a few inequalities 
have been removed by the McFadden Act of 1927.” 

As to state banks, the Federal Reserve System makes only 
the slightest appeal to the typically small bank. It has been 
pointed out many times that the country bank is able to enjoy 
most of the benefits of the System through its city correspondent 
which almost invariably is a member of the Reserve bank of its 
district. The city correspondent holds to a large extent the legal 
reserve of the country banks on which interest is usually paid. 
The Reserve banks, on the other hand, allow no interest on the 
reserve deposits of member banks. Furthermore, the officials of 
many small banks doubt if the benefits of membership measure 
up to the red tape which membership involves, the increased 
number of examinations, and subjection to an additional source 
of control—the Federal Reserve Board. 

In Illinois no reserve is required by statute; the state auditor 
of public accounts, however, is empowered to specify and en- 
force reserve requirements. A 15 per cent reserve is required of 
state banks; how much of this reserve must be held in the banks’ 
own vaults is not specified. That a relatively large proportion 
of this legal reserve is on deposit with reserve agents, that is, cor- 
respondent banks, is to be expected. It is likely that if this state 
should require, as most states do, a fixed proportion of the re- 
serve to be held at all times in the vaults of the banks themselves 
non-membership would not be found quite so profitable.’ 

To summarize: Only the slightest proportion of Illinois state 
banks have ever belonged to the Federal Reserve System; at the 
present time not more than 5.5 per cent of the state institutions 
are members; this is the slightest proportion of any time since 
1917. At no time have more than 7.8 per cent been members. 
There has been a marked tendency for the largest of the state 

“See H. H. Preston, “The McFadden Banking Act,” American Economic 


Review, xvii, 201-18; and C. S. Tippetts, “Decline of Membership in Federal Re- 
serve,” Journal of Political Economy, xxxvi, 185-211. 


“ For the reserve requirements of all the states of the Union see Federal Re- 
serve Bulletin, November, 1928, pp. 778-805. 
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institutions to become members.** One-half of the member state 
banks have a capital of $175,000 and more. These comprise 
about one-fifth of all the banks in the state in this capital group; 
on the other hand, only a trifle more than 1.5 per cent of all the 
state institutions with a capital of less than $50,000 are mem- 
bers, and these constitute less than 10 per cent of the aggregate 
state bank members. 

Considering national banks as well as member state banks, 
it is found that not quite one-third of all the Illinois banks are 
members of the Reserve System. That portion of the state in the 
Eighth District makes a somewhat better showing in the num- 
ber of members than that in the Seventh District. In the former 
area slightly in excess of 35 per cent of all banks are members 
compared with not quite 30 per cent in the Seventh District. 

An analysis of counties shows very wide differences in the 
proportions of banks which are members. Approximately 4 per 
cent of the counties show at least 70 per cent of all their banks 
to be member institutions, whereas in almost 21 per cent of the 
counties member banks constitute less than one-fifth of all the 
banks. 

Because of the tendency for the largest of the state banks to 
become members of the Reserve System, as much as 51 per cent 
of the aggregate resources of these banks of Illinois are repre- 
sented in the System. Considering all the banks of the state (na- 
tional and state), slightly in excess of 72 per cent are those of 
member banks. Since 1914 not less than one-half the entire 
banking power of the state has been in the Reserve System; and, 
since 1918, a significant margin. Because of the preponderance 
of the Chicago member banks, that portion of Illinois in. the 
Seventh Federal Reserve District, with almost 72 per cent of its 
bank resources in the System, makes a considerably better show- 
ing than that in the Eighth District, with only 59 per cent repre- 
sented in the Reserve System. 

“ Chicago and Peoria are the only reserve cities in the state; at the close of 
1927 there were 196 state banks in these cities. Of these 196 banks, 190 were in 
Chicago and 6 in Peoria. Fourteen per cent of these banks were members. Out- 


side of these cities there were 1,151 country state banks, only 4.8 per cent of 
which were in the Reserve membership. 
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Illinois does not show quite so large a proportion of state 
banks to be members of the Reserve System as does the coun- 
try as a whole. Neither is the relative number of total members 
(both state and national) so large as is that of the United States. 
The state considerably leads the country as a whole, however, in 
the proportion of aggregate bank resources represented in the 
Federal Reserve System. 


Don M. DaILey 








ECONOMIC AND SOCIAL ASPECTS OF CHAIN STORES 


ETAIL stores fall broadly into two classes: those which 
operate entirely as independent units and those which 
are associated in some way with other retail units. The 

number of stores in the former group is unquestionably dimin- 
ishing at a rapid rate, while the number in the latter is increas- 
ing correspondingly. The association between retail units takes 
many forms, among which the following are most common: (1) 
Ownership of the several units by a corporation whose principal 
business is retailing. This is what we ordinarily mean by a “chain- 
store system.” (2) Ownership of the units by a corporation 
engaged primarily in manufacturing or in wholesaling. Such 
organizations we usually term “manufacturers’ chains” or “job- 
bers’ chains.” (3) Ownership of the units by a corporation en- 
gaged primarily in selling by mail to the consumer—“mail-order 
chains.” (4) Contractual relationship between the proprietors 
of individual units for the purpose of co-operation in buying or 
selling. This type of organization is sometimes referred to as a 
“voluntary chain.” (5) Contractual relationship between the 
proprietors of individual units and corporations doing either a 
wholesaling or manufacturing business, also termed “voluntary 
chains.” (6) Informal voluntary co-operation between proprie- 
tors of individual units. 

Closer analysis shows that these various types of retail or- 
ganization are sometimes large in size; often small. Some are 
local in character; some cover large areas—in a few cases prac- 
tically the entire country. Some are loosely organized, most of 
the authority resting with the man who operates the individual 
retail unit; others are very closely controlled from a central of- 
fice, very little authority being left to the manager of the retail 
unit. Some operate on a “‘cash-and-carry” basis; others extend 
credit and make deliveries. Some sell on a price basis; others 
attract patronage through service or distinctive quality or selec- 
tion of merchandise. 
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It should be noted, further, that these organizations have 
developed in every retail trade, though we ordinarily associate 
the chain store with the grocery trade, or perhaps the drug and 
tobacco trades. As a matter of fact, the chain idea, broadly con- 
ceived, has been applied about as extensively in such lines as 
shoes, clothing, and gasoline and oil as it has in the grocery 
trade. The census of distribution of eleven cities in 1926 re- 
vealed that in those cities 73.5 per cent of the gasoline and oil 
business was chain controlled, as compared with 41.3 per cent 
of the grocery business. There are, however, certain retail lines 
in which the process of “chainizing” has not developed exten- 
sively. The hardware trade is a case in point. It should be em- 
phasized that the chain store is not entirely a phenomenon of the 
grocery trade and one or two similar lines of business. 

In this discussion attention will be centered upon the type of 
organization which in the popular mind has come to be viewed 
as the chain, i.e., a corporation engaged primarily in the retailing 
of merchandise through a fairly large number of store units 
which are owned and controlled by the corporation. 


HISTORY OF THE CHAIN STORE 


Multiple-unit retail organizations have been a part of the 
trade structure of the civilized world for many centuries, but the 
chain store as we know it to-day made its appearance in the two 
or three decades following the Civil War. Among the important 
chains formed prior to 1900 are the following: 


Year 


Great Atlantic & Pacific Tea Company : 1859 
Jones Brothers Tea Company : ae . 1872 
F.W. Woolworth Company .. : é . 1879 
Kroger Grocery and Baking Company . . 1882 
James Butler Grocery Company .. ; . 1882 
H.C. Bohack Company. ... : ; . 1887 
The Childs Company. ; : : . 1889 
S. H. Kress & Company . : : : ; . 1896 
S.S. Kresge Company .. ; ; - .« 3897 
National Tea Company . . . . . ~~ —...:=s1899 


Not one of these chains had by the year 1900 achieved any- 
thing remotely approaching its present size. The Great Atlantic 
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and Pacific Tea Company at that time had about 200 stores, less 
than 2 per cent of its present number. While comprehensive data 
are not obtainable, the probability is that the Atlantic and Pa- 
cific development is fairly indicative of chain-store growth in 
general. 

The period between 1900 and 1920 witnessed the origin of a 
large number of chains now operating on an extensive scale. 


Among these are the following: 
Year 


United Cigar Stores ; , ' : ; . 1900 
F.&W.Grand. ... ; : . «+ eer 
J.C. Penney Company .. : . 1902 
W.T. Grant Company .. : . 1906 
Louis K. Liggett Company . : : . 1907 
McLellan Stores Company . ; : : . 1913 
Safeway Stores . P : ‘ . 1914 
Piggly Wiggly Corporation . : . 1916 
Walgreen Company 4S ge ; ; . 1916 


Despite a fairly rapid growth during the early years of the 
twentieth century, chain stores in 1920 were doing but a small 
percentage of their present volume of business: grocery chains, 
perhaps 30 per cent; variety chains, about 40 per cent; drug 
chains, about 40 per cent; apparel chains, about 25 per cent. In 
contrast with these figures, however, are those for shoe and to- 
bacco chains. The former had about 75 per cent of their present 
volume in 1920; the latter, about 85 per cent.’ 

It will be noted that, with a few exceptions, the decade since 
1920 has witnessed the most rapid growth that chain stores have 
experienced in their history. Since 1921 the rate of growth in 
each of seven lines for which an index has been prepared by the 
Federal Reserve Board has been fairly constant. The rate in the 
grocery trade has averaged 21 per cent; for the variety chains, 
13 per cent; in the drug trade, 12 per cent; for candy chains, 6 
per cent; for apparel chains, about 22 per cent. Cigar chains 
have grown about 2 per cent a year, while shoe chains have 
gained 6 per cent. It should be noted that the Federal Reserve 
Board indices are but partially adjusted to allow for the effect 
of mergers; they are indices of the growth of reporting chains 


* Data based on indices of the Federal Reserve Board. 
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rather than of the growth of the chain store as a type This sug- 
gests the possibility that particularly in the grocery and drug 
trades, where there have been numerous mergers in the last two 
years, the rate of growth of chains may have begun to decline. 
This is by no means certain, however. 

As to the present status of the chain store: Dr. Paul Ny- 
strom estimates that in 1928 chains controlled 15 per cent of the 
retail trade of the United States. The percentage is substantially 
higher if one includes department-store chains and certain types 
of loosely formed organizations which have many of the char- 
acteristics of chains. About one-third of the retail grocery busi- 
ness and between 15 and 20 per cent of the drug business of the 
country are reported to be chain controlled. The census of dis- 
tribution of 1926 revealed that in the eleven cities studied, rang- 
ing in size from Fargo, North Dakota, to Chicago, 33 per cent 
of the total department-store business, 52 per cent of the shoe 
business, 35 per cent of the tobacco business, 33 per cent of the 
furniture and house-furnishings business, 73 per cent of the 
gasoline and oil business, and 33 per cent of the radio business 
were done by chains. Of the total retail volume of the eleven 
cities, 28.7 per cent was chain controlled. 

Chains have of course developed more extensively in centers 
of population than in rural sections. They are much more con- 
spicuous in the states east of the Mississippi and north of the 
Ohio than elsewhere. Their expansion has been mainly in areas 
characterized by high and medium purchasing power rather than 
in areas of low purchasing power. It is a very interesting fact 
that chains up to the present have been engaged mainly in the 
exploitation of the most lucrative markets and the choicest loca- 
tions. 

At the present time a number of individual chain organiza- 
tions have achieved prodigious size. One grocery chain is report- 
ed to have an annual sales volume of between three-quarters of a 
billion and one billion dollars. Although there are about eight 
hundred grocery chains in this country with an estimated annual 
sales volume of three billions, thirty-four chains in 1927 had a 
volume of 45 per cent of this total. In 1928 five grocery chains 
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had an aggregate sales volume of over one and one-quarter billion 
dollars. In the variety field two chains alone have an aggre- 
gate volume approaching one-half billion. Two drug chains to- 
gether have a sales volume of nearly one hundred million. One 
dry-goods chain is approaching the two hundred million dollar 
figure. Two mail order houses which have been operating retail 
stores only four years have built up a retail volume which may 
reach a third of a billion in 1929. The significant thing to note 
is that the control of retail activity is becoming highly concen- 
trated. There are thousands of chains, but a few control the 
greater part of the business. Such evidence as is available indi- 
cates that about 40 per cent of the volume of business of chain 
stores is controlled by eighty concerns. Eight organizations con- 
trol about 30 per cent of it. 


SOCIAL AND ECONOMIC ASPECTS OF THE CHAIN STORE 


The growth of the chain store, needless to say, has aroused 
a great deal of controversy as to its usefulness as a social institu- 
tion. The principal parties to this controversy have been the 
parties immediately concerned rather thai consumers. 

The principal charges that have been leveled against chains 
are the following: (1) They take money out of the local com- 
munity and thus tend to bring about its impoverishment. (2) 
They drive out of business local retailers who are desirable citi- 
zens and whose interests should be protected. (3) They destroy 
the flavor of local community life by their policies of standardi- 
zation, and tend to “depersonalize” the community. (4) They 
concentrate ownership in the hands of a few absentees, as a con- 
sequence destroying opportunities for young men. (5) They are 
tending to produce a “nation of clerks” as a result of their policy 
of centralizing control at the home office. (6) They pay low 
wages. (7) They do not bear their full share of the local tax 
loads. (8) They practice unfair competition in order to destroy 
the independent merchant. (9) They tend toward monopoly, 
and, if allowed to develop, will be able to control prices. (10) 
They disorganize distribution, forcing readjustments all along 
the line, thus raising the costs of marketing. (11) They ex- 
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ert undue influence in buying, thus compelling manufacturers 
frequently to sell at less than cost. (12) They do not save money 
for the consumer, the popular impression that their prices are 
lower than those of the independent being a result of the use of 
“leaders” and not based upon actual fact. 

We may now briefly consider each of these charges. The 
first has had widespread circulation and acceptance, and is well 
expressed in the following remarks of the editor of the Michigan 
Tradesman: 


The independent retail dealer sends out of town only sufficient funds to 
cover his foreign purchases. The remainder of his bank deposits which rep- 
resent the profit he has made in his store transactions, remain in the bank 
until invested in a home, devoted to payment on a home already purchased 
on time, applied to the purchase of additional home furnishings, needed ad- 
ditions to his store building, desirable additions to his stock or fixtures or 
investment in local manufacturing enterprises which give employment to 
home people and thus contribute to the growth and prosperity of his home 
town. 

The chain store, on the contrary, sends the entire receipts of the store 
(less rent and wages paid the store manager and his clerk) to the headquar- 
ters of the chain system in Detroit or elsewhere, to be immediately trans- 
ferred to New York, where they are absorbed by high priced executives and 
clerks and divided among the greedy stockholders of the organization. 

This steady stream of money, constantly flowing out of town every 
week, never to return, must ultimately result in the complete impoverish- 
ment of the community. It is a process of slow but sure starvation. 

This is the strongest indictment ever presented against the chain store 
—an indictment which precludes the possibility of a defense, because there 
can be no defense to a charge of this kind, based on the logic of events. 

This indictment effectually outweighs and overcomes any possible ad- 
vantage which can be presented in favor of the chain store, because of its 
low prices on some lines of goods, alleged uniformity in methods and 
prompt service. 

In the light of this disclosure, which no one can successfully contra- 
dict or set aside, the consumer who patronizes the chain store, instead of 
the regular merchant, is effectually destroying the value of any property he 
owns in the town in which he lives, placing an embargo on the further prog- 
ress of his own community and helping to bring on a period of stagnation in 
business, real estate and manufacturing which will ultimately force him to 
accept less pay for his services and reduce the level of living he enjoyed un- 
der conditions as they existed before the advent of the chain store.” 


* Modern Merchant and Grocery World, April 13, 1920. 
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The theory advanced in this quotation is of course centuries 
old and has long since been exploded by economists. Yet it 
seems to be considered sound by a host of merchants and busi- 
ness men. 

Assuming the theory to be valid, it may be pointed out that 
the net profits of chain-grocery organizations average not over 
3 per cent of their sales. If chains perchance sell at prices 3 per 
cent lower than those of independents the community obviously 
does not lose. But if the theory is sound, each community should 
buy groceries manufactured locally, automobiles made in a local 
plant, etc. The Battle Creek cereal manufacturer and the De- 
troit automobile manufacturer take money out of the community 
just as does the chain-store organization. The significant fact is, 
of course, that the local automobile manufacturer cannot make 
cars as cheaply as can the large organization at Detroit. Hence 
the consumer buys the Detroit-made car. For the same reason 
he patronizes the Detroit-controlled chain store if it can sell 
groceries at lower prices than the local merchant. When this con- 
dition exists, the preservation of that part of the community 
which secures its income from the retail grocery business de- 
pends upon its ability to engage profitably in some other enter- 
prise. For example, if it cannot compete in retailing groceries, it 
may find it possible to open a canning establishment and do a 
profitable business selling canned goods to this same Detroit 
chain, or to other buyers. The only economic justification for 
the presence of any industry, retailing or otherwise, in a com- 
munity is in the ability of that industry to sell its product in com- 
petition with others. If a retail group within a community can be 
undersold by an outside organization, it is in the economic inter- 
est of the community at large that the outside organization pre- 
vail. To conclude otherwise is to favor subsidization of local 
industry and reversion to an economic system which we accepted 
as obsolete two centuries ago. 

That chain stores in many instances have forced independ- 
ent retailers out of business cannot be denied. To the extent that 
these retailers are desirable citizens and a valued part of the 
social life of the community, the community suffers. However, 
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this phenomenon seems to be part and parcel of the economic 
order which this country has in general accepted. Those in all 
walks of life who cannot survive the competition of others must 
fall by the wayside. Generally speaking, the community leaves 
them to solve their own problems as long as the competition 
which compels their departure is not legally unfair. We can, if 
we choose, change our philosophy in this respect, but we seem 
to have preferred to let economic motives prevail over social. 

The charge that chains remove part of the color of local 
community life is of course in a sense true. The more or less 
picturesque small-town store is an entirely different institution 
from the typical chain unit which has in many instances replaced 
it. Again the question is one as to which type of institution the 
community wants, and present indications are that that organi- 
zation is favored which renders the better service or sells at the 
lower price. It is sometimes alleged that the chain-store manager 
is not as desirable or useful a member of the community as the 
independent merchant, and there is some basis for this criticism. 
On the other hand, certain chains have deliberately pursued a 
policy of encouraging store managers to join local organizations, 
participate in community affairs, and assume their share of com- 
munity responsibilities. It should be pointed out incidentally in 
this connection that the chains have developed most conspicu- 
ously in large cities where the community life which character- 
izes the small town is largely absent. It is doubtful whether in a 
city such as Chicago the replacement of independent retailers by 
chain managers has any deleterious effect on the social organiza- 
tion of the city. Trading relationships are usually quite distinct 
from social relationships, and trading had become relatively “de- 
personalized” before the advent of chain stores. 

One effect of the chain store has undoubtedly been to con- 
centrate the ownership of retail stores in relatively few hands. 
One grocery chain, to take an unusual case, has displaced per- 
haps thirty thousand independent retailers. We have at the 
other extreme a large dry-goods chain all of whose managers are 
stockholders or part owners of the business. While no thorough 
study has yet been made of stock ownership in chains, the prob- 
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ability is that chain-store stock is rather closely held on the 
whole. It is only in the past three or four years that there has 
been much public financing of chain securities. Possibly chains 
will eventually find it advisable, as have certain other types of 
corporation, to encourage the purchase of their stock by their 
own employees and by small investors, thus partially disarming 
those who claim that chains concentrate wealth to an undesirable 
degree. 

Chains have undoubtedly made it more difficult for men of 
average ability and training to achieve success in operating their 
own retail stores. It is doubtful whether they have made it more 
difficult for men of first-class qualifications to engage success- 
fully in retailing. In fact, chains are displaying some concern 
about the problem of preventing managers whom they them- 
selves have trained from opening stores of their own. It may be 
pointed out that chains can frequently offer a security of em- 
ployment which men of average ability cannot achieve when in 
business for themselves. It is also true that a large chain offers 
opportunities for the advancement of a few men that far exceed 
in financial attractiveness anything which may ordinarily be ex- 
pected from the ownership of a single store. 

Chain stores are also alleged to be making us a “nation of 
clerks.” The assumption underlying this charge is that the 
chain-store manager is simply a cog in a machine, a mere detail 
of the routine of organization, as contrasted with the owner of a 
store. There is no doubt some basis for this accusation, particu- 
larly in the grocery trade. Store managers in grocery chains 
usually receive relatively low salaries and are very closely con- 
trolled from headquarters. On the other hand, the store managers 
of drug, dry-goods, variety, and other similar chains have fairly 
high incomes and a wide range of responsibilities. This is par- 
ticularly true in the large retail units of such chains. The fact 
that store managers in these lines must undergo a training period 
of between two and six years is proof of the fact that their re- 
sponsbiilities are beyond those of a clerk. Their compensation 
exceeds that of clerical help by a wide margin. Salaries in excess 
of $5,000 are not uncommon among managers of chain drug 
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stores, and they are to be found quite frequently in the variety 
and dry-goods fields. Upper salary limits range very high and in 
a few cases are reported to reach $50,000. But even high-sal- 
aried, able chain-store managers have less authority and less 
opportunity to exercise their own initiative than does the owner 
of a store. On many matters they must adhere to company pol- 
icy and practice. They are not, however, reduced to the status of 
clerks. Their change in status from store owners to store man- 
agers is probably more significant than the change in the nature 
of their work. The problem of successfully. operating a large 
chain unit, regardless of the degree of headquarters control set 
up, is sufficiently complicated to tax the resources and initiative 
of most men. While they may sometimes find it irksome or un- 
pleasant to be compelled to take orders from superior officers, 
they often profit financially by so doing. 

Economists and business men of broad training are perfectly 
aware of the fact that mass operation in production has pro- 
duced precisely the same conditions of employment as does the 
chain store. For various reasons large-scale production devel- 
oped earlier than large-scale retailing. Both tend to increase the 
ratio of employees to total number of persons engaged in in- 
dustry and to reduce the number of individual enterprisers. This 
is undoubtedly a fact of social significance. In production we 
have tended to accept the condition as a necessary concomitant 
of mass operation, outweighed in significance by the economies 
thereof. The probability is that we shall soon come to the same 
view with regard to mass operation in the field of retailing. 

Whether chains pay low wages is a question of fact. The 
subject has never been investigated on any scale. Similarly, the 
question as to whether chains bear their share of the tax load is 
one of fact. It likewise has not been investigated, although a 
few facts have appeared here and there. 

A very serious allegation against the chain stores is that their 
success is due to the practice of unfair or unethical competition. 
They are accused of misrepresentation, adulteration, local price- 
cutting, “baiting” of customers, substitution, and various other 
similar practices. That chains have in specific instances em- 
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ployed each of these devices cannot be denied. Nor can one dis- 
pute the fact that independents on occasion have resorted to 
them. Whether chains or independents have been the greater 
offenders it is impossible to say. Chains have been singularly 
free from organized attack on grounds of engaging in unfair 
competitive practices, but informal allegations have been made 
in countless number. It is difficult to reconcile the statement that 
chains make extensive use of fraudulent or unfair methods with 
the success they have experienced and the great public esteem 
which they command. However, definite conclusions in this mat- 
ter must wait upon a thoroughgoing investigation of chain meth- 
ods of competition. 

The growth of large chain organizations of course creates a 
possibility of monopoly such as that resulting from the develop- 
ment of mass operation in other fields. The largest chain in the 
grocery trade controls perhaps 12 per cent of the grocery busi- 
ness. Higher percentages than this are controlled by single or- 
ganizations in many localities. In a number of our largest cities 
chains control over 50 per cent of the grocery busines, but in 
such cities interchain competition seems usually to be keen. 
There is no question but that chain organizations have in a great 
many minor instances worked themselves into semi-monopolistic 
positions. One may easily find cases, for example, of individual 
stores that are so located as to be relatively free from competi- 
tion. And the practice is quite common among chains of zoning 
prices, i.e., quoting low prices in competitive territory and high 
prices in non-competitive areas. It would seem, however, that 
local monopoly can be achieved just as easily by the independent 
as by the chain. The probability is that both independent and 
chain have often made the most of this possibility. 

It should not be inferred that we do not need to guard care- 
fully against the possibility of chains becoming monopolistic. 
There is reason to believe that in the sixteen states comprising 
the northeast section of the country about 50 per cent of the re- 
tail grocery business is chain controlled. A substantial part of 
this 50 per cent is in the hands of a few large chains. With merg- 
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ers taking place in increasing number, with certain banking 
firms acquiring interests in chains which seem to be independent, 
and with chains themselves showing some evidence of a growing 
appreciation of the unprofitableness of price competition, one 
must at least admit the possibility that chains will become mo- 
nopolistic unless restrained from so doing. 

That chain stores have disorganized distribution and even 
production during the period of their rapid growth no one can 
deny. Neither can one fail to concede the costliness of this dis- 
organization. The growth of chains has affected adversely re- 
tailers, wholesalers, and in many cases manufacturers. There is 
probably no type of agency engaged in distribution in this coun- 
try which has not in some way felt their influence. Independent 
retailers have been forced out of business with resulting personal 
hardship and loss to creditors. The elimination of jobbers throws 
people out of work and may also mean loss to creditors. The 
manufacturing activities of a chain may threaten an entire in- 
dustry and may render obsolete part of the equipment of that 
industry as well as increase unemployment. The opening of 
attractive stores in population centers by a mail-order house 
may adversely affect smaller communities, causing unemploy- 
ment, lowering property values, and even reducing population 
therein. In short, the chain store, to the extent that it displaces 
existing institutions, works hardships upon many individuals 
and upon certain types of communities. 

During the transitional period, while chains are displacing 
other types of retailers, heavy losses are sustained—losses suf- 
ficiently heavy to rouse the fears of whole communities and 
particularly of certain groups therein. And the period of transi- 
tion may extend over a substantial length of time. The growth of 
such an institution as the chain store will affect some communi- 
ties permanently, resulting, as it sometimes does, in the shifting 
of trading centers and even in changes in the location of produc- 
tion. Some localities will prosper at the expense of others. In 
this fact lies the only justification for the adoption of a protec- 
tionist policy by an individual community. If before the ap- 
pearance of chains it is prospering as a community, it may be 
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sound policy for it to bar the chain store on the theory that con- 
ditions are satisfactory without it; that it prefers to avoid the 
more or less chaotic condition which accompanies the replace- 
ment of local dealers by chains, and the risk of permanent im- 
pairment of the community’s strength as a trading center. 

Generally speaking, the doctrine of free trade prevails in the 
domestic commerce of this country, but it may conceivably be in 
the interest of a single community to adopt protectionism in 
order to meet certain situations such as that brought about by 
the chain store. However, it is well to bear in mind that the wel- 
fare of the country at large is due in part to the adoption of free 
trade between communities. If we prefer to reduce risks and 
make industrial and commercial pursuits more secure, we may 
adopt protectionism, thus reassuring vested interests but in- 
creasing the cost of production and distribution. 

The extent to which chains have compelled manufacturers 
to sell at unprofitable prices is not known. Individual instances 
have come to light where chains have abused their power and re- 
sorted to unethical buying practices, but it is possible that in 
just as many cases policies have been such as to benefit the man- 
ufacturer by stabilizing his business and reducing his distribu- 
tion costs. Whatever has been the prevailing practice in the 
past, indications are that chains are coming more and more to 
realize that in order to protect their own sources of supply they 
must give manufacturers an even break. To insist upon buying 
at cost plus ro per cent is one thing, and to compel a manufac- 
turer to sell below cost is quite another. The latter policy is 
unsound socially and cannot work in the long run. It is possible 
only when a chain occupies a monopolistic position with refer- 
ence to individual manufacturers. 

Perhaps the most important economic question relating to 
chain stores is whether or not they sell at lower prices than do 
independents. No comparative analysis of chain and independ- 
ent store prices has yet been made on any scale. There have 
been a number of local studies, but they do not enable us to 
reach a conclusion as to whether the chain really gives better 
values than the independent. One such study in the grocery 
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trade revealed a differential of only 2 per cent in favor of the 
chain, but it did not cover the entire stock carried. Various esti- 
mates have been made as to the saving which chain stores bring 
the consumer, but none of these is based on actual facts. 

It should be noted at this point that the phenomenon of price 
cutting, so often associated with the chain store, is conspicuous 
only in two important trades: groceries and drugs. Chains in 
most other trades handle merchandise which is usually not di- 
rectly comparable with the lines of competing independents. 
While they may possibly be offering better values than independ- 
ent merchants, comparisons of quality as well as price are neces- 
sary to establish this fact. The general impression of course 
prevails that variety, dry-goods, and mail-order chains undersell 
independent stores carrying competing brands, but the fact has 
never been established. On the contrary there seems to be no 
such impression with regard to tobacco chains, chain restaurants, 
and manufacturers’ chains generally. The latter, handling such 
lines as clothing, shoes, haberdashery, automobile tires, and gas- 
oline and oil, quite frequently do not even merchandise on a 
price basis. Whether as a class they give better values than inde- 
pendents is an open question. 

Another fact to be noted is that differences in service be- 
tween chains and independents make comparisons difficult. Gro- 
cery chains usually do not deliver or extend credit. They do not 
stock items for which there is only an occasional demand. Chain 
drug stores and independents usually occupy different types of 
locations and handle different lines. A stock of 10,000 items is 
not uncommon in a chain drug store, while the average independ- 
ent carries a far smaller number. Variety and mail-order chains 
have no exact counterpart among independents. They compete 
with many different retail types. 

The probability is, though it is largely a matter of specula- 
tion, that skilful merchandising has been quite as important a 
factor as low prices in attracting business to chains. There are 
no doubt some exceptions, perhaps in such lines as groceries. 
There is also considerable basis for the belief that in some in- 
stances superior service has been more important than low prices 
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in accounting for the growth of chains. Tobacco and gasoline 
and oil chains are cases in point. 

Not only is it difficult to secure comparative price data about 
chains and independents, but it is equally difficult to draw any 
conclusions from such data on operating costs as are available. 
Indications are that grocery chains and independent grocers 
operate on about the same expense ratios. But the independent 
buys largely from jobbers while the chains buy mainly from 
manufacturers. If the jobbers’ costs are added to the retailer’s, 
one obtains a differential of at least 6 per cent of the retail sales 
price in favor of the chain. It is possible that this 6 per cent rep- 
resents the difference in service rendered by independent and 
chain. Chain drug organizations also seem to have about the 
same expense ratios as do independent retail druggists. But 
again the cost of wholesaling gives the chain a differential in its 
favor. Data on chains and independents in other fields are not 
such as to permit of any conclusions as to relative efficiency of 
operation. 

The large profits earned during the past decade by chains 
perhaps weigh as heavily as any other fact in a consideration of 
the economics of chain distribution. It is a matter of common 
knowledge that most of the large chains have paid handsome re- 
turns on capital investment—returns which in all probability 
have far exceeded those of average independent retailers and 
jobbers. This fact, combined with the possible fact that chains 
have given better values than independents, would establish a 
fairly clear case for those who believe that chains operate on a 
lower expense margin than do independents. 

Although available data are inconclusive it is the writer’s 
opinion that chains have in general been able to operate at lower 
costs than have independents. Whether this has been due to the 
elimination of certain services, to better management, or to in- 
herent economic advantage is not known. The probability is that 
all these factors have been responsible. 

Up to this point we have discussed primarily the case against 
the chain store. What may be said in its behalf? In the first 
place it is probable that chains have been able to supply better 
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values to consumers than have most other retailers. As has been 
pointed out, this has not been clearly established as yet, though 
the preponderance of the evidence seems to favor the chain. 

Secondly, chains have unquestionably performed a useful 
service to society by compelling the adoption of more efficient 
methods throughout our marketing system. The business meth- 
ods of most retailers and wholesalers prior to the development of 
chains were appallingly wasteful. Even after ten years of in- 
tensive chain competition we find many wholesale and retail dis- 
tributors employing methods which should have been obsolete 
decades ago. The fact that some chain organizations have been 
successful despite their own inefficiency rather than because of 
the perfection of their methods certainly demonstrates con- 
clusively the wastefulnes of the methods employed by some of 
our established institutions. It is difficult for an impartial ob- 
server to become enthusiastic about the preservation of individ- 
ual enterprise in the field of distribution, if in preserving it we 
perpetuate the existence of the host of incompetents that have 
been engaged in retailing and wholesaling in the past. Happily, 
many of these have disappeared; others have modernized their 
methods; still others will be compelled to step aside unless they 
develop the same skill in management and merchandising as has 
been characteristic of their competitors. In driving out of busi- 
ness the hopelessly inefficient, and in compelling others to im- 
prove their methods chains have performed an invaluable service 
to society. Whether chains or independents predominate in the 
future, the net cost of bringing goods from producer to consumer 
will have been lowered as a result of the stimulus supplied by 
chain competition. 

It is also probable that chains have served a useful purpose 
in reducing the mortality rate among retailers. While the im- 
mediate effect of the growth of a chain is to force independents 
out of business, the ultimate effect is probably a stabilization of 
the retail trade structure and the reduction of risks. A recent 
study by Professor Edmund D. McGarry, of the University of 
Buffalo, revealed that the rate of turnover of retail grocers in 
Buffalo between 1918 and 1926 exceeded 30 per cent annually. 
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This situation is probably typical of conditions in other large 
cities. Such a condition of course produces a tremendous mis- 
direction of social energy and multiplies the cost of retailing and 
wholesaling alike. While chains make mistakes in locating stores, 
they certainly eliminate most of this cost. 

Chains have also performed a valuable service by adapting 
the machinery of retailing to the increasing mobility of our 
population. They have made it possible for people moving from 
one community to another to do so without the necessity of 
adaptation to new and strange types of trading associations. 

One of the most regrettable aspects of chain-store growth 
lies in the tremendous misdirection of energy to which it has 
given rise. Efforts to legislate against chains are a case in point. 
Such efforts have been made in many states—in fact, anti-chain 
store bills have been introduced into twenty-five legislatures dur- 
ing current sessions. Some of these bills have been enacted into 
law, many have failed of passage. Several that have become law 
have been declared unconstitutional, in one instance by the Su- 
preme Court of the United States. These laws are of two main 
types: one taxing chain stores; the other prohibiting ownership 
of more than a specified number of stores in a state. Both seem 
to be in violation of the Fourteenth Amendment of the Constitu- 
tion of the United States. The North Carolina law, which has 
been declared unconstitutional by the supreme court of that 
state, is typical. It provided that ‘‘any person, firm, corporation 
or association operating or maintaining within the state under 
the same general management, supervision or ownership, six or 
more stores, shall pay a license tax of $50.00 for each such store 
in the state for the privilege of operating or maintaining such 
stores.” The court found that in practically every detail the 
chains were in no different position from stores of independent 
merchants not required to pay the tax, and held the statute un- 
constitutional on the ground that it violated the equal protection 
clause of the Fourteenth Amendment. 

Despite its probable futility, the flood of anti-chain legisla- 
tion continues, consuming the time and effort of governing 
bodies, necessitating large expenditures by both independent 
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and chain-store groups, and here and there perhaps temporarily 
impeding the growth of chains. If the same amount of energy 
and funds were expended upon improvements in the organization 
and operating methods of independent retailers as are being ex- 
pended on ill-advised measures, the probability of successfully 
meeting chain competition would be greatly enhanced. The no- 
tion that the chain store is a “menace” and should be legislated 
out of existence, if it continues to be entertained by large num- 
bers of retailers and wholesalers, will promote rather than pre- 
vent the growth of chains. There is good reason to believe that in- 
dependent retailers, properly organized and efficient, can weather 
chain competition. If the fallacies of certain theories could be 
demonstrated to all retailers, and if they could be induced to 
direct their attack upon chains into productive channels their 
own interests as well as the interests of the consuming public 
would be served. 

The subject of chain-store legislation should not be dis- 
missed, however, without citing the views of the authors of a 
recent article. These men, attorneys, have written as follows: 


It will readily be seen that there are sufficient materials in the lan- 
guage and the decisions of the Supreme Court of the United States to sus- 
tain the constitutionality of a chain store license tax statute. Fundamental- 
ly, their purpose is the discouragement of the chain store method of doing 
business in order to obtain the benefits, either real or simply conceived, of 
individual initiative and enterprise. .. . . If the state desired to discour- 
age the chain store type of business activity, due process and equal protec- 
tion of the law does not prevent it... .. If the state regards the existence 
of the merchant class as essential to the maintenance of the economic se- 
curity of the state, it is within its power . . . . to prevent the disappear- 
ance of this group.* 


The authors affirm, in brief, that there is nothing in the 
Fourteenth Amendment which prevents the state from taking 
the position that the preservation of the independent merchant 
is in the public interest, and on this reasoning legislating against 
chains. Whether the preservation of the merchant class is in the 
public interest is a question on which there is difference of 
opinion. 


*Samuel Becker and R. A. Hess, “The Chain Store License Tax and the 
Fourteenth Amendment,” North Carolina Law Review, February, 1929. 
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CONCLUSION 

It is, of course, impossible to predict the future of the chain 
store. It is now passing through a period similar to that ex- 
perienced by the corporate form of busines organization in the 
nineteenth century, and by the department store three decades 
ago. As was the case with the corporation and the department 
store, opposition to the chain store springs mainly from its com- 
petitors rather than from an outraged public. The corporation 
and the department store survived the attacks to which they 
were subjected, and indications are that the chain store will also 
survive. Many intelligent independent retailers and wholesalers 
have already acknowledged the soundness of the chain principle, 
and the probability is that another decade will witness a general 
recognition of the place of the chain in retailing. 

Although it is probable that in such an economic organiza- 
tion as ours, mass operation in the field of retailing is socially 
and economically sound, it is obviously susceptible to certain 
abuses which should be carefully guarded against. One of these 
is the possibility of monopoly. Another is the practice of unfair 
competition. Chains also sometimes have it in their power to 
exploit personnel and bring undue pressure to bear upon manu- 
facturers. Both of these practices have been indulged in upon 
occasion, though the tendency in chain operation seems to be 
away from them. It has been pointed out previously that chain 
growth temporarily disorganizes distribution and often results 
in changes in the location of trading centers, to the advantage of 
some and the disadvantage of others. This must be accepted as 
an inevitable accompaniment of economic progress unless for 
purely social reasons we desire to preserve existing institutions 
and relationships. 

Whether the chain store will predominate in retailing in the 
future is a question on which there is wide divergence of opinion. 
It undoubtedly will unless the majority of its competitors face 
the facts squarely, rid themselves of the conviction that legisla- 
tion and propaganda will stamp out the chain, and devote them- 
selves to the reorganization and improvement of their own meth- 


ods of doing business. James L. PALMER 











LEGAL PHASES OF RADIO COMMUNICATION’ 


HE phrase “The Law of the Air” has been applied to the 

legal aspects of problems arising from radio communica- 

tion, aerial transportation, and building on “air rights.” 
Such diverse activities, of course, give rise to problems that are 
quite distinct, and it is only with those first mentioned that we 
are concerned. The majority of lawyers have not yet come into 
contact with the complexities surrounding ethereal jurisprudence, 
and a standard division of the subject matter has not been made. 
Last year, however, the American Bar Association, thinking no 
doubt that its Air-law Committee had “too much ground to 
cover,” created a Radio Law Committee, whose suggestions will 
be considered near the end of this article. 

That mankind is able to communicate through invisible space 
we are sure, aid we are led to believe that it is because of the 
passage of electromagnetic waves through a hypothetical ether. 
The material “ether” that was once conceived as the substance 
that bore the waves of Hertz, is now somewhat out-of-date, and 
in its place has been conceived an ether much more flexible— 
one seen with sufficient imagination not to demand too fine a 
limitation of its physical characteristics. Some would abandon 
the ether concept altogether and call the waves “space waves” 
or “radio waves.” What the ether really is, or whether it really 
exists, is not today capable of positive demonstration. To para- 
phrase John Marshall, it is invisible, intangible, and existing 
only in the contemplation of scientists (and not of all of those). 

Nevertheless, Congress has unsuccessfully attempted to ap- 
propriate the ether for the federal government and annex it to 
the present territories and possessions of the United States.’ 
This theory of ether ownership involves, however, the possibility 

* For invaluable assistance in the preparation of this article, I am indebted 
to Mr. Louis G. Caldwell, formerly general counsel for the Federal Radio Com- 


mission and now a member of the law firm of Kirkland, Fleming, Green and 
Martin, of Chicago. 


? Congressional Record, Sixty-eighth Congress, p. 5737. 
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of title to the non-existent. And up to this date in legal history, 
the judicial ear has not often been lent to controversies over the 
hypothetical. 

Even though the ether had material existence so as to be 
susceptible of ownership, it would not do us much good to be 
sole owners of the ether above these United States. Any foreign- 
er can, by acts committed within his own domain, so disturb the 
ether that we cannot use it. Radio waves make sport of interna- 
tional boundary lines and laugh at the good old maxim of real 
estate, cujus est solum, ejus est usque ad coelum. They pene- 
trate walls, buildings, and earth, and trespass upon the very 
body of man himself. They do not, apparently, change the qual- 
ity or the position of the particles of matter through which they 
pass. Nothing is added and nothing taken away. Stephen Davis 
concludes: 

To say that harmless penetrating radiation is an entry or a trespass is 
to extend legal fiction far beyond the bounds of precedent... .. A pro- 
ceeding based merely on the theory that its entrance within a man’s prop- 
erty is a violation of his rights is an invitation to the courts to abandon the 
practical and enter the realm of the abstruse. Such litigation would serve 
no useful end, and the courts would probably refuse to entertain it under 
the rule of de minimis (the law will not concern itself with trifles) if for no 
other reason.* 


Ownership of the ether and the sending into a man’s house 
of radio waves, undiscernible to the unaided senses, doing no 
harm, and causing no annoyance, do not then present serious ju- 
dicial problems. All that we need to discuss, control, and make 
laws about are the questions as to which countries and which in- 
dividuals shall be allowed to operate the transmitters originating 
radio waves, when they shall be allowed to operate them, and for 
what purposes. 

As a basis for this discussion we need to recall from engineer- 
ing science the fundamental fact that, at any given stage of radio 
technique, the number of communication channels is definitely 
limited and that, furthermore, radio-wave transmission is char- 
acterized by extreme vagaries. We must also remember, in speak- 
ing of channels, that they exist only in our imagination: there 


‘Stephen Davis, The Law of Radio Communication (1927), p. 20. 
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are no charted highways of traffic through the ether. Sending 
antennae produce alternating electric currents at a certain fre- 
quency, stated in terms of kilocycles per second. The greater the 
frequency, the shorter the wave-length, stated in meters. En- 
gineers have decided that an absolute minimum separation of 10 
kilocycles per second is necessary for satisfactory broadcasting 
of music, and a separation of 6 kilocycles per second for speech, 
e.g., transoceanic wireless telephony. If stations are permitted 
to operate with less than a minimum-frequency separation, in- 
terference develops and reception becomes unsatisfactory. 

There are ninety-six channels of a 10-kilocycle width, of 
which ninety are available for the use of the United States, in 
the broadcast band of frequencies.* The fact that the number of 
channels is limited and the number of stations assignable to any 
one channel is again limited by power and proximity of other 
stations, kind of terrain, selectivity of receiving sets, etc., is the 
root of practically all the legal problems surrounding broadcast- 
ing. Freedom of speech and freedom of broadcast are two dif- 
ferent things. There are probably enough street corners in the 
United States to accommodate every one who wishes to speak, 
and a rostrum could be provided for every citizen desiring one. 
But the radio is a medium of rigid limitation. Overcrowd it or 
permit congestion, and its value is destroyed. 

It is this physical limitation and the further fact that there 
are great numbers of persons clamoring for the right to a place on 
the air that necessitate a new body of jurisprudence. Some au- 
thority must say: ‘You are rendering a service of value to the 
public convenience, interest, and necessity. You shall have a 
desirable frequency wave-length, unlimited time, and ample 
power.” And the same authority must say to others: “We find 
your service of less value to the public convenience, interest, and 
necessity. Therefore, you shall have a less desirable wave- 

“For complete explanation of why the broadcast band is 550-1,500 kilo- 
cycles and why a 1o-kilocycle separation is necessary, see the testimony of John 


V. L. Hogan, “Radio Facts and Principles,” before the Federal Radio Commis- 
sion, July 23, 1928. 
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length, shall share your time with other stations, and shall trans- 
mit with reduced power.” 

And it is this authority that Congress has delegated to the 
Federal Radio Commission, which it established by the Radio 
Act of 1927, approved February 23, 1927. Let us survey the 
matter of federal jurisdiction and the statutes preceding the Act 
of 1927 before considering the legislation pending as a result of 
the acts of the Radio Commission. 

Suggestions as to sources for the federal right of radio con- 
trol include powers conferred upon Congress “to make treaties 
with other nations and to carry them into effect by proper legis- 
lation; to establish post offices and post roads; to declare war; 
and to regulate commerce with foreign nations and among the 
several states.”° There can be no question that legislation would 
be upheld if it were made necessary to carry out the provisions 
of an existing treaty;° but it is not necessary to invoke these pro- 
visions, as the elastic “commerce” clause is ample enough for all 
purposes. The term “transmission” is defined to include trans- 
mission of intelligence through the application of electrical en- 
ergy or other use of electricity, whether by means of wire, cable, 
or radio apparatus, or other wire or wireless conductors or ap- 
pliances; and Congress, in the course of amending the Interstate 
Commerce Act, vested the Interstate Commerce Commission 
with authority “over telegraph, telephone, and cable companies 
(whether wire or wireless) engaged in sending messages in in- 
terstate or foreign commerce.’”’ The administration of the re- 
quirement that all charges for services rendered in the transmis- 
sion of messages should be just and reasonable was the principle 
regulatory authority given to the Interstate Commerce Commis- 
sion, but that body’s extensive duties with regard to the railroads 
left it little time for a consideration of the communication prob- 
lems. It is perhaps the division of authority at the present time 
between the Interstate Commerce Commission, the Radio Com- 

*“Power of Congress over Radio Communication,” American Bar Associa- 
tion Journal, January, 1925. 

* Missouri v. Holland (decided April 19, 1920), 252 U.S. 416. 

* Act of June 18, 1910, 36 Stat. 539, 544-45. 
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mission, and the Department of Commerce with regard to com- 
munications by wire or wireless that has led to the introduction 
of bills in the last and present sessions of Congress providing for 
the combining of this authority in one federal agency. 

The Wireless Ship Act of June 24, 1910,° directed solely to 
safety of life at sea, may be said to be the earliest federal law 
having any relation to radio communication. It required all 
steam vessels leaving any port in the United States and carrying 
fifty or more persons, including the crew, to be provided with 
radio apparatus capable of transmitting and receiving, day or 
night, over a distance of 100 miles. The administration was 
placed under the Secretary of the then existing Department of 
Commerce and Labor, since that department had charge of the 
marine navigation laws; and the Act has served as a precedent 
for continuing all the administrative functions of radio-commu- 
nication laws in the Department of Commerce. 

The Act to Regulate Radio Communication’ grew out of the 
desire to make further provision for safety at sea and to provide 
legislation necessary for carrying out the international treaty 
drawn up at Berlin in 1906, to the ratification of which the Sen- 
ate had consented a few months previously. The Secretary of 
Commerce and Labor was made the licensing authority, and a 
fine of $500 was provided for engaging in radio communication 
without a license. The Congressional reports upon the legisla- 
tion would seem to indicate rather clearly the desire of Congress 
to afford no discretion to the Secretary of Commerce,” and the 
regulations in all their details were set forth in the statute. At 
the time of its passage, radio telephony had not been developed, 
transoceanic communication was almost unknown, and broad- 
casting, which was to bear the brunt of later legislation, was still 
an undiscovered art. 

In the late fall of 1912 Attorney-General Wickersham" held 


* 36 Stat. 629; amended 37 Stat. 199. 
* 37 Stat. 302; August 13, ror2. 


* Senate Report 698, 62d Congress, 2d Session; House Report 582, 62d Con- 
gress, 2d Session. 


* 29 Op. Atty.-Gen. 579, November 22, 1912. 
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that the issuance of a license was mandatory upon the Secretary 
of Commerce and Labor (in the case of the application of the 
Atlantic Communication Company, a German concern that was 
about to operate a station at Sayville, Long Island). There was 
not, however, another occasion calling for an opinion of either 
the Attorney-General or of any court until after the advent of 
broadcasting. In 1923 the Secretary refused to grant a license to 
a company operating a telegraph station with a type of appa- 
ratus that caused serious interference with private and govern- 
ment stations, contending that the granting or refusing of a li- 
cense was discretionary. The Court of Appeals of the District of 
Columbia,'* following Attorney-General Wickersham’s opinion, 
held that the Secretary had no right to refuse to license an ap- 
plicant. The opinion went on, however, to say that there was 
discretionary authority resting in the Secretary to assign wave- 
lengths in such a manner as to result in the least possible in- 
terference. In other words, the Secretary of Commerce had to 
license every one who wanted to open a broadcasting station; 
but he might exercise his discretion in assigning frequency, 
power, and hours of operation. 

Soon it began to appear that the ensuing situation was threat- 
ening the value of all broadcasting, and a conference of the va- 
rious radio interests met in Washington in March, 1923. This 
conference recommended that a separate channel be given to 
each station, so that, in theory, at least, each should have its own 
operating channel free from interference. Following the decision 
of the Court of Appeals, which was accepted as a correct state- 
ment of the law, Secretary Hoover proceeded to allocate a wave- 
length to each broadcasting station and to stipulate it in the li- 
cense, thus building up our broadcasting system. 

The matter of radio regulation had been before Congress at 
nearly every session from 1917 on. At three successive sessions 
the House passed bills to regulate radio, only to have them meet 
an ignominious death in the Senate. In 1926 the House passed 
one bill and the Senate passed another. The chief difference was 


* Hoover v. Intercity Radio Company, 286 Fed. 1003, dismissed as moot 
(1924), 266 US. 636. 
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that the House bill provided for regulation by the Secretary of 
Commerce, with a commission acting as a sort of advisory and 
appellate tribunal; while the Senate bill placed the regulatory 
power permanently in the hands of the Commission. Also, some 
provisions designed to curb radio monopoly were thought neces- 
sary. At any rate, Congress had not, by the spring of 1926, 
moved to empower any executive officer or tribunal to regulate 
the issuance of licenses properly. 

The first rumbling of what was to prove a calamity for the 
radio listener came in the decision by Judge Wilkerson of the 
Federal District Court for the Northern District of Illinois.’* 
The Zenith station, WJAZ, had received an assignment of two 
hours of operation every Thursday evening; and, being dissat- 
isfied with the license conditions, the owners proceeded to oper- 
ate on an exclusive Canadian channel and to broadcast full time. 
The court held that a prosecution would not be under section 1 
but might be under section 4 of the Radio Communication Act of 
1912,'* and said that a construction which would give the Secre- 
tary authority to impose additional restrictions would be uncon- 
stitutional and should be avoided. The court made no reference 
to the earlier decision of the Court of Appeals of the District of 
Columbia, and there was a conflict of opinion as to the extent of 
the administrative power of the Secretary of Commerce. 

In view of the conflict, the Secretary of Commerce asked the 
advice of Acting Attorney-General Donovan, who gave it as his 
opinion’’ that under the Act of 1912 the Secretary had no power 
to define the frequency, power, or hours of operation of a station, 
or even to limit the term of its license. As a result of this opinion, 
the Secretary of Commerce on July 9, 1926, became a mere reg- 
istrar of licenses, stating in the license whatever wave-length, 

* United States v. Zenith Radio Corporation, 1926, 12 Fed. (2d) 614; see 
also Carmichael v. Anderson (D.C. 1926), 14 Fed. (2d) 166. 


* Section 1 “prohibits use of apparatus for radio communication as a means 
of commercial intercourse . . . . except under and in accordance with a license, 
revokable for cause, granted by the Secretary of Commerce upon application 
therefor.” Section 4 provides: “For the purpose of preventing or minimizing 
interference with communication between stations . . . . said private and com- 
mercial stations shall be subject to the regulations of (this) section.” 


* 35 Op. Atty.-Gen. 126, July 8, 1926. 
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hours, or power, the applicant designated. The government mere- 
ly took cognizance of who was broadcasting, contributing noth- 
ing to the orderly conduct thereof. 

Within six months about two hundred new broadcasting sta- 
tions sprang up, taking whatever frequency assignment they 
deemed most desirable. Old stations changed their frequency 
and their power to what they deemed most satisfactory. The six 
channels which had been assigned by a gentlemen’s agreement 
exclusively to Canada were all invaded by, and filled up with, 
American stations. It was during this period that the opinion 
was rendered by Chancellor Francis S. Wilson, of the Circuit 
Court of Cook County, in the suit to restrain from further inter- 
ference a station which had jumped from a higher frequency to 
one which was causing interference with the Chicago Tribune’s 
station. As a basis for its claim, the Chicago Tribune asserted a 
property right in the nature of priority of appropriation. This 
claim was upheld by Judge Wilson,’* who rendered a written 
opinion recognizing that as between two broadcasting stations, 
priority in time creates priority in right; but at the same time 
making it clear that he was not upholding any such right as 
against the regulatory power of Congress, when and if it should 
exercise it. This opinion still stands as the only decision on the 
subject of ownership in wave-lengths and is being extensively 
quoted by counsel in the cases which have arisen under the pres- 
ent statute. Carl Zollman comments: 

The court declared that the situation was analogous to the property 
rights created by the use of signs and trade names, the rights of telephone 
and telegraph companies in the operation of their lines free from interfer- 
ence, and in priority of water rights in western states. Jt is against such a 
conception that the Radio Act is particularly directed... . . Surely to hold 
that such a license (as one given by Federal Radio Commission) is a prop- 
erty right subverts not only every legal conception connected with such 
word license but does away with the well known distinction between a mere 
license and a corporeal or incorporeal hereditament, and clashes with a 


statement in the Radio Act that it provides for the use of such channels, but 
not for the ownerships thereof, by individuals, firms, or corporations.!7 


* Judge Wilson, The Tribune Company v. Oak Leaves Broadcasting Sta- 
tion, Inc., Circuit Court of Cook County, Illinois, November, 1926, not reported. 


* Carl Zollman, Law of the Air (Milwaukee, 1927), p. 105. 
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A committee of the American Bar Association made an in- 
terim report,’* approving the reasoning of Judge Wilson and go- 
ing on further to suggest that a property right might be recog- 
nized to the extent of providing for compensation in any law to 
be passed for stations who should be eliminated from the field. 
Of course, it was everywhere recognized at the time that some of 
the great surplus of broadcasting stations would have to be re- 
moved from the ether. 

President Coolidge in his annual message to the Second Ses- 
sion of the Sixty-ninth Congress’ told of the chaos that reigned 
in the broadcasting realm, outlined the necessity for a remedy, 
and encouraged Congress to enact legislation speedily. As a re- 
sult the two houses reached an agreement, and on February 23 
enacted a compromise bill, known as the “Radio Act of 1927,””° 
which Zollman calls the “Magna Charta” of the air. 

The licensing authority under this Act was to be known as 
the Federal Radio Commission, composed of five commissioners 
appointed by the president by and with the advice and consent 
of the Senate, the appointments to include one from each of the 
five zones into which the country was divided by the Act. Fora 
period of one year from the first meeting of the Commission, sec- 
tion 4 of the Act provided that the Commission had authority 
“from time to time, as public convenience, interest, or necessity 
requires” to “classify radio stations; prescribe the nature of the 
service to be rendered by each station within any class; assign 
bands of frequencies to the various classes of stations and... . 
for each individual station and determine the power which each 
station shall use and the time during which it may operate; de- 
termine the location of classes of stations or individual stations; 
regulate the kind of apparatus to be used with respect to its ex- 
ternal effects and the purity and sharpness of the emissions”; 
and, among other things, had “authority to make special regula- 
tions applicable to radio stations engaged in chain broadcast- 
ing.” At the expiration of this one-year period, “all the powers 

* American Bar Association Journal, December, 1926. 


* Congressional Record, Sixty-ninth Congress, December 7, 1926, p. 32. 
*° 44 Stat. 1162. 
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and authority vested in the Commission, except as to the revoca- 
tion of licenses,” were to be transferred to the Secretary of 
Commerce, and the Commission was to continue with jurisdic- 
tion of an appellate nature. However, this period, which expired 
March 16, 1928, has been twice extended by Congress, first until 
March 16, 1929,” and later until December 31, 1929.” 

The first steps taken by the new Commission in March and 
April, 1927, were intended to put the then existing 732 stations 
into the broadcasting spectrum so that there might be a mini- 
mum of interference. The six channels which had been reserved 
for the exclusive use of Canada were cleared; at the time there 
were 41 American stations on those channels or so close thereto 
as to cause serious interference with the Canadian stations. In 
its first reallocation of June, 1927, the Commission issued li- 
censes for sixty days and carefully watched the operation of the 
new allocation in terms of actual experience. Such experience is 
always necessary because of the unpredictable and irregular 
transmission in different directions that every station sends out. 
If a station’s radiation went out an equal distance in all direc- 
tions, the minimizing of its interference area would be some- 
what less difficult. Advantage must be taken of the directions in 
which “natural barriers” unaccountably shut off radio transmis- 
sion. While some reduction of interference, particularly in the 
congested areas such as Chicago and New York, was noticed 
after the first reallocation, conditions of reception were far from 
satisfactory, and it was realized that a severe reduction in the 
number of stations would need to be made. 

Congress, hearing the complaints which deluged Washington 
at this time and for which it was largely responsible, proceeded 
to investigate the Commission in extended committee hearings 
before both House and Senate. It was alleged that the commis- 
sioners had not done what they were created for, that they had 
not reduced the number of stations so as to improve recep- 
tion, that they had been unfair to some parts of the country, es- 

* Public Bill No. 195, 7oth Congress (S. 2317), approved, March 28, 1928. 


* Public Bill No. 1029, 7oth Congress (H.R. 15430), approved, March 4, 
1929. 
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pecially the South, in their distribution of radio facilities, and 
that they had been strengthening the position of the “radio 
trust.” The result was the Davis-Dill Amendment to the Radio 
Act of 1927, which greatly multiplied the problems of the Com- 
mission by requiring that 

the licensing authority shall as nearly as possible make and maintain an 
equal allocation of broadcasting licenses, of bands of frequency or wave 
lengths, of periods of time for operation, and of station power, to each of 
(five) zones when and in so far as there are applications therefor; and shall 
make a fair and equitable allocation of licenses, wave lengths, time for op- 
eration, and station power to each of the States, the District of Columbia, 
the territories and possessions of the United States within each zone, ac- 
cording to population. The licensing authority shall carry into effect the 
equality of broadcasting service herein before directed, whenever necessary 
or proper, by granting or refusing licenses or renewals of licences, by chang- 
ing periods of time for operation, and by increasing or decreasing station 
power, when applications are made for licenses or renewals of licenses. 
There was henceforth to be no question as to the number and 
proportion of total national radio facilities due each state. 

The Commission called in practically all the leading radio 
engineers in the country in an effort to apply this amendment 
and at the same time not ruin radio reception. The plans sub- 
mitted by engineering experts,** by the broadcasting committee 
of the Institute of Radio Engineers,** by the broadcasters, man- 
ufacturers, and dealers,** by the National Electrical Manufac- 
turers Association,*® and by others were carefully considered, 
and a plan for classification of channels and allocation chosen. 
There was among the commissioners a difference of opinion as to 
the intention of Congress with regard to the method of putting 
the amendment in force. A majority of the Commission con- 
strued the amendment as requiring an immediate reallocation of 
broadcasting facilities so as to attain the prescribed equality. 
A difference of opinion also arose as to whether the amend- 
ment, properly construed, required an equality in the number of 

* U.S. Federal Radio Commission, Second Annual Report for the Year end- 
ing June 30, 1928, Appendix E (3), pp. 123-20. 

* Ibid., Appendix E (4), pp. 129-30. 

* Ibid., Appendix E (8), pp. 135-40. 

* Ibid., Appendix E (9), pp. 140-42. 
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licensed broadcasting stations by zone without regard to division 
of time. Congressman White of Maine defined “equality of 
broadcasting licenses” to mean a mathematical equality in num- 
ber of licenses issued to each zone, regardless of such considera- 
tions as divisions of time between two or more stations of the 
same frequency. The comments of Mr. Louis G. Caldwell on 
the purpose of the Davis Amendment are interesting: 


It is axiomatic that, in the absence of ambiguity, the purpose of a 
statute must be sought in its language and not elsewhere. The purpose of 
the Davis Amendment . . . . is to establish equality among the Zones. 

A great deal has been said, however, to the effect that there are other 
purposes which must be read into the law. On the one hand there are per- 
sons (including, according to my information, the original sponsor of the 
Amendment) who assert that it was designed to eliminate high-powered 
broadcasting stations. On the other hand, there are persons who see in the 
Amendment a mandate from Congress to improve the present situation in 
other respects than by establishing equality among Zones, such as to elim- 
inate heterodyne interference, establish cleared channels with unlimited 
power, reduce the number of stations, etc., etc. In my opinion no such pur- 
poses can properly be read into the law. 

So far as the Davis Amendment is concerned the present situation may 
be made worse, temporarily maintained, or improved in full compliance 
with its terms, so long as the requirements of equality among the Zones and 
fair and equitable allocation among the States are maintained. No limit on 
the total number of stations, amount of power, number of frequencies or 
hours of operation is in any way expressed or implied in the law.** 


The Commission had before it requests of approximately 
700 broadcasting stations for renewal of their licenses prior to 
January 15, 1928; and, on the basis of the information it had 
received from the public in the form of complaints, picked out 
164 stations and summoned them to appear during July, 1928, 
to show that their continued operation would serve public inter- 
est, convenience, and necessity.** The Commission heard oral 
presentation of 110 cases and presentation of affidavits on about 
20 more. Each station presented innumerable affidavits from all 

* “A Suggested Method of Compliance with the Davis Amendment to the 


Radio Law,” a paper read at a conference held by the Federal Radio Commis- 
sion on April 23, 1928, by Louis G. Caldwell, pp. 11-13. 


* U.S. Federal Radio Commission, Second Annual Report for the Year end- 
ing June 30, 1928, Appendix F (2), pp. 146-so. 
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its official friends, from the village constable to the governor, at- 
testing the value of the station. The net result was to delete 62 
stations, reduce substantially the power of 12, place 4 on proba- 
tion and effect the consolidation of 5 stations. 

Two Chicago stations, WCRW and WEDC, which were re- 
duced in power from 500 to 100 watts each, instituted suit in the 
Federal District Court in Chicago to restrain the United States 
Attorney, the members of the Federal Radio Commission, and 
the local radio supervisor of the Department of Commerce from 
enforcing the Act and from enforcing what was described as an 
“order” of the Commission.* A third station, WOK, whose ap- 
plication for renewal of license had been refused by the Commis- 
sion, advertised that it was going to broadcast without a license, 
and the Attorney-General immediately brought suit to restrain 
it from so doing. The decision of Federal Judge Wilkerson in- 
cluded the following statements: 

The contention that the act brings the broadcasting stations themselves 
under national control overlooks the fundamental nature of this species of 
commerce. The transmission is brought about by concert of action on the 
part of broadcaster and receiver. 

The regulation is for the purpose not only of protecting the broadcaster 
in his operations, but also for the purpose of promoting the interests of the 
public, who are obliged to submit to whatever is sent out for their reception. 
. . . . Emphasis should be laid on the receiving public, whose interests it 
is the duty of the government, parens patriae, to protect. 

Any kind of regulation in a limited field necessarily includes the possi- 
bility that some may be excluded from the field... . . The rights of the 
individual broadcasters must give way to the millions of the receiving pub- 
lic who are entitled to have the waves sent out by broadcasting classified 
and arranged in such a way that the benefits resulting from this great scien- 
tific discovery may not be impaired or destroyed.*° 


This opinion seems to answer wisely the questions involved, 
namely, that broadcasting is interstate commerce and is subject 
to the regulation of Congress, and that the Radio Act of 1927 is 
valid as against the claim that it permits the taking of private 
property without “due process,” citing section 16 which provides 
* White v. Federal Radio Commission, 29 F (2d) 113. 

* United States v. American Bond and Mortgage Co., 31 F (2d) 448. 
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for an appeal to the Court of Appeals of the District of Columbia 
where the broadcaster is entitled to a hearing de novo. 

A number of cases are now pending on appeal from decisions 
of the Federal Radio Commission to the Court of Appeals of the 
District of Columbia. Only one of them has been argued before 
that court,*’ and the decision, rendered February 25, 1929, de- 
nied the power of the Commission to compel station WGY at 
Schenectady, New York, to cease operating at sunset Pacific 
Coast time, so as not to interfere with station KGO at Oakland, 
California. Though both stations are owned by the General 
Electric Company, that company insisted on a cleared channel 
for WGY and refused to follow the Commission’s procedure of 
applying for a cleared channel in the First Zone, allowing the 
Commission to call in the station assigned to that channel and to 
make a decision as to whether WGY or the defendant station 
was better entitled to a cleared channel. WGY said that it had 
no quarrel with any other station and would not attack any other 
station. Since WGY refused to comply with the Commission’s 
procedure, its application was denied without hearing. In order 
to be permitted to continue in operation, it obtained on last No- 
vember goth a temporary restraining order from the Court of 
Appeals of the District of Columbia. Because the case was in lit- 
igation, the Commission did not renew WGY’s license on its ap- 
plication last January. Mr. Caldwell, just before he resigned as 
General Counsel for the Radio Commission at the end of Feb- 
ruary, filed a supplemental motion to dismiss WGY’s appeals on 
the grounds that since the last license issued covered the period 
up to January 31st only, the questions whether the Commission 
acted rightly in the reallocation as affecting the station and in 
issuing it a license for only limited time instead of full-time op- 
eration “have become moot questions and no actual rights or in- 
terests of any party to this appeal are now involved.” 

The Court in its opinion, written by Chief Justice George E. 
Martin, held that Congress had ample power to regulate radio, 


“ General Electric Company v. Federal Radio Commission, Nos. 4870, 4880; 
and The People of the State of New York v. Federal Radio Commission, No. 
4871, 31F (2d) 630. 
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failed to pass on the questions of vested property rights and the 
legality of the Commission’s regulation as a whole, but did as- 
sert its belief that the Commission’s orders must be reasonable 
and “serve the public convenience and necessity.”” The Court 
apparently reasoned that WGY’s service to listeners after sunset 
at Oakland was paramount to the scheme of cleared channels set 
up by the Commission in its reallocation of November 11, 1928, 
and offset whatever harm was done by interference with KGO. 
Senator Dill charged on the floor of the Senate “that the Court 
was so impressed by the very appearance of Charles Evans 
Hughes that it did not even consider the arguments raised by the 
counsel for the commission.” No immediate effect will result 
from the Court’s decision, except perhaps to encourage other 
broadcasters to carry unfavorable rulings to the courts. There 
would be a serious effect, however, should the United States Su- 
preme Court concur in the opinion of the Court of Appeals. Chief 
Justice Taft denied a motion made by the Commission to stay 
the mandate of the Court of Appeals; but there is a possibility 
that the Supreme Court may consent to review the case on the 
basis of a petition for writ of certiorari and an alternative peti- 
tion for writ of mandamus which the Commission’s attorneys in- 
tend to file with that court in the immediate future. 

It is apparent that the phrase “public interest, convenience, 
and necessity” will require a great deal of judicial interpretation. 
The Radio Act contains no definition of this phrase, which must 
be applied to the many kinds of radio stations, including ama- 
teur, experimental, television, ship and aeroplane, beacon and 
compass, point-to-point, and those innumerable specialized uses 
to which radio waves may be put. The phrase has been used in 
many state statutes with respect to public utilities; it has not 
been defined there, and it has been said that it is a legislative im- 
possibility to give the words exact definition.** The Commission 
is first faced with the problem of how wide a band of frequencies 
it shall assign to each service, and the difficulties of applying the 
phrase here are immediately apparent. Two very different inter- 
pretations are being urged upon the Commission: that the phrase 


* State v. Darazzo, 118 Atl. (Conn.) 81. 
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be given an interpretation as closely analogous as possible to the 
public-utility meaning; and that it be given an interpretation 
whereby the limited number of radio channels would be prefer- 
entially assigned to uses which cannot be duplicated by existing 
means of communication, such as wireless, whether the uses be 
public or private in nature. Even with regard to broadcasting 
stations, there are different schools of thought, and there seems 
to be an increasing desire that public-utility obligation and re- 
sponsibility be imposed on broadcasting licenses, compelling 
them to “broadcast, without discrimination, for all who may ap- 
ply for same, for a just and reasonable charge and compensa- 
tion.” 

The Commission took the following position in a recent case 
now on appeal before the Court of Appeals of the District of Co- 
lumbia: 

To pursue the analogy of telephone and telegraph public utilities is, 
therefore, to emphasize the right of the sender of messages to the detriment 
of the listening public. The Commission believes that such an analogy is a 
mistaken one when applied to broadcasting stations; the emphasis should 
be on the receiving of service. This point of view does not take broadcast- 
ing stations out of the category of public utilities . . . . it simply assimi- 
lates them to a different group, i.e., those engaged in purveying commodi- 
ties to the general public, such, for example, as heat, water, light and power 
companies, whose duties are to consumers, just as the duties of broadcast- 
ing stations are to listeners... . . Just as heat, water, light and power 
companies use franchises obtained from city or state to bring their com- 
modities through pipes, conduits, or wires over public highways to the 
home, so a broadcasting station uses a franchise from the Federal Govern- 
ment to bring its commodity over a channel through the ether to the home. 
The Government does not try to tell a public utility such as an electric 
light company that it must obtain its materials, such as coal or wire, from 
all comers on equal terms; it is not interested as long as the service ren- 
dered in the form of light is good. Similarly, the Commission believes that 
the Government is interested mainly in seeing to it that the program service 
of broadcasting stations is good, i.e., in accordance with the standard of 
public interest, convenience, and necessity.*** 


To classify service on the basis of program character in- 
volves questions of taste, for which standards that would meet a 


*8 Great Lakes Broadcasting Company v. Federal Radio Corporation, now 
pending in the District of Columbia Court of Appeals, Nos. 4900, 4901, 4902, on 
appeal from the decision of the Federal Radio Commission. 
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legal test are not possible of construction. Nevertheless, in spite 
of their intricacy, these are the very criteria upon which Com- 
mission decisions must be based.** The Commission has been 
frequently criticized for not giving a precise definition to the 
phrase employed in the Act. It did specify certain standards in 
its public statement of August 23, 1928,** stating that the test 
“becomes a matter of a comparative and not an absolute stand- 
ard when applied to broadcasting stations” and concluding that 
“the emphasis must be first and foremost on the interest, the 
convenience, and the necessity of the listening public, and not on 
the interest, convenience, or necessity of the individual broad- 
caster or the advertiser.” 

The Radio Commission is left without any power of censor- 
ship over the character of transmitted matter, except for the pro- 
tection of public decency; nor may it interfere with the right of 
free speech by means of radio communication.** Nevertheless, 
it exercises the greatest power of censorship if it takes program 
service into consideration in determining whether or not a li- 
cense should be renewed or modified. A recent illustration is the 
abbreviation of the American Tobacco Company’s broadcast ad- 
monition to reach for a cigarette instead of a sweet to the sim- 
ple suggestion to reach for the cigarette, after the Commission 
had proposed to hold a public hearing to determine whether the 
stations were acting in the public interest in broadcasting the 
slogan. Broadcasting stations hold the power of censorship over 
their programs, and it does not seem likely that the public will 
encounter much difficulty in suppressing undesirable programs 
or advertising. It should be remembered, however, that the Com- 
mission is specifically forbidden the power of censorship, and 
that what consideration it is permitted to give to program char- 
acter in renewing licenses is an unsettled question. 

In its Second Annual Report under “Hearings on Applications for Modi- 
fication of Licenses,” p. 9, we find: “The Commission guided itself by the test 
of public interest, convenience or necessity in determining whether any particu- 


lar application should be granted, and required the contending stations to make 
complete showings of their past record of service, their program resources, etc.” 
* U.S. Federal Radio Commission, Second Annual Report, for the year end- 
ing June 30, 1928, Appendix F (6), pp. 166-70. 
** 44 Stat. 1162. Radio Act of 1927, Sec. 29. 
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In an attempt to discuss the legal aspects of any enterprise 
there are certain to be many problems which can be no more 
than mentioned. It is not for want of interest or of importance 
that we do not discuss the problems surrounding monopoly and 
chain broadcasting; ** the equalization requirement of the amend- 
ment of 1928 (which the Bar Association Committee reports 
should be dispensed with as to everything except the number of 
frequencies assigned to each zone and state); the establishment 
of five zones as a basis for a division of administration (which 
the Bar Association Committee feels should not be used except as 
a basis for the selection of the Commissioners) ; the three months’ 
limit to the term of licenses (which the Committee thinks should 
be gradually lengthened) ; the possibility of charging fees for the 
different kinds of radio licenses; *’ the rapid increase in state legis- 
lation regulating radio, much of which seems to conflict with the 
Radio Act of 1927;** the determination of what shall constitute 
rebroadcasting and pirating in violation of section 28 of the Act; 
the validity of subsection H of section 5 of the Act requiring “a 
waiver of any claim” of property-right to any particular fre- 
quency; the validity of the requirement of section 21 of a con- 
struction permit before a station can get a license; the need for a 
change in subparagraph (d) of section 12 of the Act with regard 
to the issuance of licenses to aliens; the remedying of the de- 
fects and inadequacies in the procedure provided for hearings 
and for appeals to the Court of Appeals of the District of Co- 
lumbia; and the establishment of a satisfactory Communica- 
tions Commission, many of whose decisions will be quasi-judi- 
cial in character. 

In regard to the last problem, it is apparent that eventually 
we are certain to have a Communications Commission, similar to 
the Interstate Commerce Commission in makeup, which will 
have jurisdiction over all forms of communication, while the In- 
terstate Commerce Commission will lose authority over every- 

* 44 Stat. 1162. Radio Act of 1927, Sec. 13, 17. 

* See Senate Resolution 351, 70th Congress, 2d Session, presented and passed 
on March 2, 1929. 

* See Federal Radio Commission Release No. 561, February 20, 1929, for a 
digest of state and municipal regulation. 
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thing except transportation. Senator Watson’s bill®® died in com- 
mittee at the end of the last session of Congress; and at the 
present time*® committee hearings are in progress on Senator 
Couzens’ bill (S. 6) to establish a five-man commission which 
would administer radio, wire, and cable communication in all 
their phases. Opinions differ regarding the advisability of this 
measure, which Senator Couzens as chairman of the Interstate 
Commerce Committee, says he has introduced merely to open 
discussions on what he considers a major problem before the 
government. The large radio interests have consistently opposed 
its progress, General James G. Harbord, president of the Radio 
Corporation of America, voicing their opposition as mainly two- 
fold. First, he saw great difficulty in having a national commis- 
sion dealing with international subjects, since an American com- 
pany can usually own only this end of the circuit. Second, he ob- 
jected to the “notoriously slow” and “dead hand” of government 
commissions over an “emergency business” like the telegraph. 
Mr. Louis G. Caldwell, in his testimony before the Senate com- 
mittee, said he “would wait until the organization of the Federal 
Radio Commission is put on a sounder basis and has taken over 
the duties of the Department of Commerce before giving it the 
responsibilities of other assignments.” 

It seems fairly obvious that whatever kind of tribunal Con- 
gress finally vests with authority over radio, that body, being of 
a quasi-judicial nature, should have a long lease of life and be 
free from an “annual inquisition by Congress.”’ The problems 
confronting the licensing authority are difficult enough in their 
scientific aspects without complicating them further by requir- 
ing the satisfaction of all the Senators and Congressmen, who 
are urged by dissatisfied constituents to argue their cases both in 
the Commission hearings and on the floor of Congress. The 
principal difficulty in the past has been a lack of comprehension 

* It was S. 5104, 7oth Congress, 2d Session, introduced December 22, 1928, 
and it provided for the creation of a Federal Communications Commission to 
have the power to regulate and control the transmission of intelligence by tele- 


graph, telephone, cable, and radio, and of common carriers engaged in such 
transmission. 


” May 25, 1929. 
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of engineering facts; and in the future, as in the past, legislative 
needs will change with scientific progress. 

There is an ever increasing need for international regulation 
in radio communication. Apart from three international radio- 
telegraph conventions, held in Berlin (1906), London (1913), 
and Washington (1927), there is no specific international law 
governing radio communication, except as general principles may 
apply. No determination of the rights to the use of radio waves 
as between stations in different countries has been made. There 
is neither precedent nor analogy by which to decide, for the ap- 
propriation of a physical object is not involved. The treaty to 
which the United States is a party and which became effective 
January 1, 1929, does not attempt to allocate channels to the va- 
rious nations of the world, although it does divide the entire 
spectrum of frequencies into bands to be devoted to the various 
kinds of services.** Countries whose radio services might inter- 
fere with each other were expected to apportion among them- 
selves the frequencies allocated to various services. The practice 
is, as soon as a license is assigned to an applicant here, to regis- 
ter the fact at the International Bureau at Berne, Switzerland. 
Complications may easily arise when, all the channels having 
been appropriated by registry, some nation registers a channel 
already in use. 

The allocation of channels on the North American continent 
was discussed at a conference composed of the delegates of the 
United States, Canada, Newfoundland, and Cuba, meeting in 
Ottawa on January 21, 1929. The basis upon which the delega- 
tions arrived at a conclusion was that all nations have a right to 
the use of every radio channel but that special arrangements are 
necessary to minimize interference and realize the fullest bene- 
fits. As a result of the assignment of 228 general communication 
channels, the United States obtained 112 for exclusive use and 
34 shared with other countries. This agreement went into effect 
March 1, 1929, and is to remain in force until January 1, 1932, 


“ U.S. Seventieth Congress, 1st Session, Senate, Executive B. See Article 5 
of the “General Regulations” relating to the International Radiotelegraph Con- 
vention. 
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and thereafter for an indeterminate period and until one year 
from the day on which a denunciation thereof shall have been 
made by any one of the contracting parties.** A European con- 
ference for similar purposes was held at Prague from April 4 to 
April 13, 1929. The next International Radio Telegraph Con- 
vention is scheduled for Madrid in 1932. 


In these days when the foundations of a new and important branch of 
jurisprudence are being laid, the lawyers of the United States can and 
should contribute to the enunciation of correct principles by the exercise of 
extreme caution in the presentation to the courts of the facts on which the 
principles must necessarily rest. 


This statement of the Radio Law Committee of the American 
Bar Association is worthy of the attention of every lawyer em- 
ployed in this field, for the good that proper laws and court de- 
cisions can do the radio art is not easily overestimated. It is of 
importance to every individual that this splendid vehicle of in- 
telligence and understanding—this Stentor of modern times— 
shall not be stifled by thoughtless legislation or unsound court 
decisions but rather shall be permitted to contribute its full share 
to the progress of civilization. 
ROBERT CARLETON SMITH 


“ State Department Press Release, February 28, 1929. 








BUSINESS VALUE 


I 


HE problem of value measurement in business as in po- 

litical economy, rests upon a clear understanding of the 
concept of income and of criteria for timing its occur- 

rence. It is the latter phase of the problem which causes greatest 
difficulty among business men and among the accountants who 
prepare balance sheets and statements of profit and loss. Most 
disagreements among accountants in the valuation of assets or 
the determination of income arise out of differences of opinion as 
to the time when income transactions have occurred or will occur. 
Consequently, this paper will deal primarily with the time ele- 
ment in business valuation, with only passing mention of the 
nature of the income on which the business values rest. It is true, 
of course, that much of the disagreement over the concept of in- 
come is centered around the ideal point in time at which value is 
to be recognized as acquired. So even the nature of income can 
be said to depend upon the “time element.” The point to be 
stressed is that the application of any accepted criterion of in- 
come presents difficulties which must be faced in business, even 
though they may appear to be insurmountable. The difficulties 
of scientifically defensible value measurement in business have 
tended to keep the problem in the background. Economists have 
dismissed it as irrelevant to a general theory of political econo- 
my, as something to be dealt with in footnotes. Accountants have 
thrust it aside as troublesome and pointless, preferring to sub- 
stitute practical rules-of-thumb for an analysis of the problem. 
Business valuation is essentially the prediction and meas- 
urement of realized income. The criterion for the recognition of 
income is the acquisition of exchange power expressible in money 
terms. In business the income is regarded as realized, whether 
the assets which represent the exchange power are production or 
consumption goods. But assuming that a concept of income has 
been agreed upon, it still remains to predict the amounts and pe- 
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riodicity of future income. This latter requirement is what makes 
the problem of asset valuation—a problem very simple in theory 
—very difficult in practice. In the following discussion the term 
“business value” will be used to refer to measurements made 
with reference to a going business enterprise. The determination 
of business value involves a clear understanding of the meaning 
of the term “business enterprise,” an enterprise which seeks the 
greatest ultimate “net profit” from its transactions and which 
utilizes its resources in such manner that they will contribute to 
this end. Business valuation begins with an estimate of the 
future net income of the enterprise as a whole, then proceeds to 
the imputation of the total income to specific business assets— 
in other words, to “asset valuation.” It is also concerned with 
the measurement of liability and net profits—the apportionment 
of future net income to the probable recipients, the creditors and 
proprietors. But the measurement of liabilities and proprietor- 
ship must be regarded as essentially problems in establishing 
legal priority rather than the measurement of economic value. 
The idea of business value as a special type of economic 
value is not new. J. R. Commons speaks of “going-concern”’ 
value, which he distinguishes from “scrap” value and “going- 
plant” value. “Scrap value” he defined broadly as the value 
which a commodity will have when exchanged in a single tran- 
saction. This is sale price under the existing conditions, whether 
favorable or unfavorable to the enterprise owning the asset. 
“Going-plant value” is the net amount of exchange value which 
an asset could be expected to yield as part of a technical pro- 
ductive unit. This may be more or less than scrap value, and is 
essentially equivalent to “reproduction cost.” It is the value of 
the asset as a producing-agent when attention is placed upon the 
making of goods rather than the making of money. “Going-con- 
cern value” is the total expected income from the property of an 
enterprise which conducts its affairs with a view to making in- 
come exceed cost by the greatest possible amount. Going-concern 
value of any particular asset is the value which it has to an 
enterprise operated on this basis, and is essentially the same 
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concept as that which the writer is setting forth in the term 
“business value.’”’ 

In the foregoing comments the term “business value” has 
been set forth as a quantity of future monetary net income, the 
periodicity and the amounts of the income being predicted for a 
business enterprise intent upon maximizing its total net profit. 
Business value is, therefore, influenced by certain factors which 
must be discussed more fully, if its advantages and limitations 
are to be fully appreciated. These may be described as follows: 
(a) the limitation to exchange value; (b) the viewpoint of a 
specific enterprise; and (c) the time element. These character- 
istics are closely interrelated and cannot be discussed as inde- 
pendent factors. In one sense of the term, the “time element” 
may be said to pervade all the others. For purposes of discus- 
sion, however, these influences will be treated separately and in 
the order mentioned above. 

II 


The limitation to exchange-value measurement indicates 
that attention is centered on the market price of economic serv- 
ices. Only those monetary values which represent exchange 
power in a present or future market are brought within the scope 
of business valuation. The limitation implies that monetary val- 
ues may be established for purposes other than measurement 
and comparison of exchange power in business enterprise. Mon- 
etary quantities may presumably be determined for commodities 
without regard to expected net incomes to be derived from them 
as part of a business enterprise. David Friday has mentioned 
four groups of pecuniary valuations which are “outside the mar- 
ket,” which are not cases of price but are independent values: 
(a) valuation for purposes of exercising control over prices, as in 

*“Going-concern value,” as discussed by Commons, is not to be confused 
with “going value,” a term which appears in public-utility-valuation literature. 
The latter is the special, intangible value resulting from an early start or accu- 
mulated momentum in business activity. Going-concern value is dependent upon 
the intent of the going enterprise, where the intent is to maximize the difference 
between income and cost rather than to reduce cost (as is assumed to be the case 


in public-utility valuation where income is regulated in amount). (Cf. J. R. 
Commons, Legal Foundation of Capitalism, pp. 199-203). 
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public utility rates; (6) valuation for purposes of administering 
the principles of justice and equity which control the rights of 
property and contract; (c) valuation for purposes of taxation; 
(d) valuation in connection with internal problems of manage- 
ment, where market prices of assets are not determinable or 
expected to be availed of.” 

Another aspect of the exchange-value limitation, in some 
respects in contrast to the one just described, is the fact that not 
every element affecting exchange power can be satisfactorily 
separated and included in an industrial balance sheet. Some 
factors exercise very important influences upon business value, 
factors which are not ordinarily appropriable as economic com- 
modities or as business assets. The unusual loyalty of a group of 
employees, the peculiar knowledge of affairs possessed by a pro- 
prietor—such elements are not ordinarily regarded as separable 
from other economic forces to the extent that they can be ex- 
changed in the open market and appraised for a balance sheet 
in monetary terms. The balance sheet, in the sense of being a 
list of separable assets based upon expected net-income, does not 
tell the whole story. It merely sets forth the exchange value of 
those commodities conventionally included in the category of 
private property. The law decides what shall be wealth and 
what shall be the scope of economic study. Changes in the law 
may broaden or narrow the range of utilities which may be ap- 
propriated and bought or sold. Interests which the law does not 
protect will be more vital for some purposes than those which are 
defined as appropriable, and they may in time therefore become 
focusing points for changes in the concept of property.* 

* This last purpose shades closely into the concept of business value, and, in 
the writer’s opinion cannot be rightly called a non-market valuation. To be sure, 
the task of segregating the total market value of the contribution of a fixed asset 
may be so great as to be impossible of achievement. But the value of the asset 


lies in its contribution to total net income. Cf. David Friday, “An Extension of 
Value Theory,” Quarterly Journal of Economics, February, 1922, pp. 197-217. 

*Compare J. M. Clark, “The Relation between Statics and Dynamics,” 
Economic Essays Contributed in Honor of John Bates Clark, p. 61. This same 
point has been stressed by W. A. Paton, Accounting Theory, pp. 140-42, where 
he mentions numerous “imponderables” which have an important influence on 
the financial status of an enterprise. 
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A third aspect of the exchange-value limitation is the pos- 
sibility of variation in the unit of measure itself. The dollar 
fluctuates in value from time to time, and where the purchasing- 
power of the dollar varies greatly, business value may need to be 
revised to give effect to the changes. Changes in general price 
levels are particularly important where a business asset remains 
in existence for a relatively long period of time. Business cycles 
and secular trends require adjustments of balance-sheet data, if 
accounting reports are to express the exchange-values of the 
business assets of one firm as contrasted with those of another. 
Fluctuations in the value of the dollar are, of course, not limited 
in their effects to the problem of business valuation. They under- 
lie all phases of economic valuation, whether the point of view 
is that of the profit-seeking enterprise or some other. 


III 


The viewpoint of a specific enterprise affects business valua- 
tion in several ways. “Assets” are a special illustration of what 
is generally known in economics as “capital values,” quantities 
of income which have not yet been realized through exchange. 
Assets are conceptual entities having no existence apart from the 
income expected to be realized from them in the future. Value 
occurs in time, and the exercise of exchange value is necessarily 
related to future moments in time. The assets are mere esti- 
mates of the portions of future income which can be imputed to 
certain physical commodities, contractual obligations, and “in- 
tangible” sources of exchange value. 

Accountants are prone to start with the assets as a given 
quantity and to speak of income as derived from the assets. On 
the contrary, it is the income which is the essence of capital val- 
ue; the assets are mere “conceptual” objects. Creditors and 
proprietors in reality are not the owners of assets but merely the 
prospective recipients of future income. The validity of the 
asset values appearing in the balance sheet depends entirely 
upon future income transactions. Even the money values placed 
upon precious metals and legally guaranteed currency may 
prove incorrect where economic crises affect general price levels 
and international exchange or where legislation changes the 
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status of the media of exchange. The amount as well as the 
reality of the balance-sheet values is based upon anticipated 
income. The balance sheet, then, is merely a present representa- 
tion of income to be realized in the future.* 

This concept opens the door to accounts to adopt a liberal 
policy in the measurement of business value and in the definition 
of business assets. In practice, physical separability and con- 
tiguity have played an important réle in accounting valuation 
and classification, particularly of fixed assets. To be sure, such 
dissimilar physical entities as bricks, mortar, human labor, paint, 
etc., may be recorded in the accounts under the one caption, 
“building.” Moreover, expense classification has grouped such 
dissimilar transactions as the consumption of gasoline, sales- 
men’s salaries, depreciation of motor cars, and newspaper adver- 
tising under “selling expenses.” But there is no limit to the 
accountant’s arrangement of the technical sources of monetary 
net income into business assets significant for medical purposes. 

Business assets must be distinguished from economic wealth 
in general. For example, an amount of $100 receivable by enter- 
prise A from a customer, enterprise B, would appear in the 
ledger of enterprise A as an asset, an account receivable. But in 
the ledger of enterprise B the goods purchased on account would 
also appear as an asset, $100 worth of merchandise. The tan- 
gible goods involved in the sale serve as a basis for entering $200 
as business assets in the ledgers of the two enterprises. The re- 
sult would have been identical if the amounts receivable and 
payable had been caused by a loan of $100 cash. From the point 
of view of society as a whole, the debts due from one enterprise 
to another are not a part of economic wealth; from the view- 
point of individual enterprises, these contractual obligations 
may bulk large in the sum total of business assets. 

The business value related to identical physical commodities 
will vary when held by different enterprises, whether they are 
firms engaged in different lines of business or are competitors 
rendering similar economic service. As individual commodities 
pass from hand to hand in the marketing process, they may 


“Cf. C. E. Schmalenbach, Theorie der dynamischer Bilanzlehre (Berlin, 
1925). 
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change in business value, the amount increasing as the goods are 
transferred from manufacturer to wholesaler to retailer. It is 
true, of course, that such commodities change in nature; they 
acquire special “place utility” as they pass from one enterprise 
to another. On the other hand, similar merchandise may have 
different business values in the hands of competing retail enter- 
prises, varying with the selling policies of the concerns. One 
enterprise may regard a commodity as most productive when 
sold at a low price as one of a large number disposed of during 
a fiscal period. Another may plan to ask higher prices for the 
commodity, being content to sell fewer of them and thus avoid 
some of the costs of developing increased sales and more rapid 
turnover. The valuation of business assets may be said to be the 
result of a subjective or internal point of view. The interest of 
the enterprise controlling the assets is entirely concerned with 
the extent to which these assets may be used in making income 
exceed costs. 

The correct valuation of the assets implies a knowledge of 
their alternative uses. The particular value to be assigned to a 
busines asset depends upon the intended use by the enterprise.” 
A complete accounting for the costs of business operations must 
recognize that assets may be used in different ways. A business 
man may forego the opportunity to use an asset in a given man- 
ner which would yield a probable income. He must include such 
income, which he does not avail himself of, as a cost of his sub- 
sequent business earnings. The concept of “opportunity cost” 
is very important in business decisions, and finds expression re- 
peatedly in literature on business management, particularly that 
of factory managers trained in engineering schools. It is, of 
course, a commonplace in the writings of economists. 

°H. V. Simon spoke of “special use value” (besondere Gebrauchswert), and 
“special exchange value” (besondere Verkehrswert). Simon realized that the 
ideal value was to be found in capitalization of the future net incomes to be ex- 
pected under circumstances, but he did not think it possible to impute net income 
to a fixed asset. The distinction between “use value” and “exchange value” loses 
its meaning when one recognizes that exchanging an asset is merely one way of 


using it and that using an asset in business operations is merely one way of ex- 
changing it. (Cf. H. V. Simon, Die Belamzen du Aktiengesellschaften [1903]). 
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The viewpoint of a business enterprise makes business val- 
uation resemble a “science” rather than a “philosophy,” when 
viewed in terms of its scope and purpose. Its perspective is the 
intent and purpose of a particular business enterprise, and the 
validity of the valuation is the usefulness of the results to the 
enterprise. Business valuation is not concerned with a philos- 
ophy of value; it is concerned rather with a science of valuation. 
A theory of business valuation need not explain why particular 
assets are more desirable or more valuable than others; it need 
not account for ultimate causes. A theory of business value need 
only be consistent with and applicable to the business-man’s 
intent to make income exceed cost. 

Business policies derived from intent to maximize “net 
profit” may be different from those dictated by a determination 
to maximize the “net income” to society through most effective 
proportioning of the factors of production. They at times adopt 
policies of production and sale which curtail the real income of 
society in the hope that it will increase their own “‘net profit.” 
Illustrations appear in such practices as destroying excess food 
supplies, price-cutting in special markets, closing of factories 
equipped with modern machinery. There is some evidence that 
the growth of modern large-scale manufacturers, with heavy in- 
vestments in plant and equipment, tends to compel more com- 
plete utilization of plant capacity, even though market prices 
are lowered thereby. This is particularly true for commodities 
with elastic demand, which is the only type of commodity for 
the production of which large investments in permanent assets 
can be made. Exception must be made, of course, for enterprises 
which are regulated as to prices of service and rate of return. 

The accountant takes the position that management is pri- 
marily interested in maximizing its own net profit, and not so- 
ciety’s net income. There no doubt are cases where increase or 
decrease of output or variance of the proportions of types of 
output will greatly affect the total costs and hence the net profit. 
The profit-seeking business will carry its own productive ac- 
tivities merely to the point where expected net profit will be the 
greatest. 
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IV 


Time is the essence of income. Any measurement of ex- 
change value, any segregation of the components in the stream of 
total net income, involves a theory and technique for imputing 
income to periods of time. The value of a business asset arises 
from the income expected to be derived from it; but the recogni- 
tion of this fact is much easier than the application of it. A cal- 
culation of business value involves a prediction both of the exact 
quantities of monetary net income which will be realized and 
of the exact periods in the future during which they will be re- 
ceived. There are a large number of variables which affect the 
amounts and periodicity of money income, and hence make dif- 
ficult a scientifically defensible estimate of business value. Some 
of those which are of greatest significance are: changes in price 
levels, changes in rates of production, business cycles and secu- 
lar trends, and changes in administrative intent as to use of an 
enterprise or its assets. The influence of each of these variables 
will be discussed in order. 

It has been mentioned previously that the monetary unit of 
measure is subject to variation, which is another way of express- 
ing the fact that the general price level may change. Price move- 
ments may change their direction, the variation being similar to 
those which characterize general business conditions—seasonal, 
cyclical, or irregular. Such variations, to the extent that they 
occur during the life of a business asset, make unsatisfactory the 
accountant’s measurements of business value. In a country with 
a stable currency, the seasonal fluctuations in the value of the 
monetary unit do not materially affect the valuation of domestic 
business assets, although some change may result from the rise 
or fall of interest rates. Cyclical fluctuations may give rise to 
important difficulties in measurement, particularly where a val- 
uation is established at a period of general prosperity or depres- 
sion. Violent fluctuations in price-levels may, of course, be 
controlled by improved monetary systems. It is important for 
an accountant to anticipate a trend in the general price level, 
even though he can hardly be expected to render expert opinions 
as to techniques for stabilizing the dollar. 
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The accountant who finds his measurements of the past in- 
validated by changes in the price level can solve the difficulty in 
one of three ways, depending upon his problem at hand. He can 
ignore the effects of general price changes, even though they 
have affected the expected incomes of the assets under consid- 
eration, and hold rigidly to a business value established at some 
previous period. This practice has been widely followed in the 
valuation of fixed assets, not only when the rise or fall in value 
has been due to changes in the value of the dollar, but also where 
a particular industry has experienced a period of expansion and 
prosperity. A second method of treating fluctuation in business 
value caused by changes in price level is to recognize apprecia- 
tion or depreciation from this source by periodic revisions of the 
accounting records. The effects of the change in expected fu- 
ture incomes may be adjusted in various ways in the accounts. 
The technique of accounting for appreciation in the ledgers of 
an enterprise is a favorite topic for discussion and disagreement 
in the accounting literature. A third method is sometimes fol- 
lowed in industrial balance sheets, particularly where an attempt 
is made to portray the progress of an enterprise by a series of 
financial statements. This consists of the use of index numbers 
(general or special) which serve to show the relative “purchas- 
ing power” of the dollar invested in the business assets from 
time to time. By using a given year as the base, specific assets 
can be expressed in values which represent the relative increase 
or decrease in their purchasing power from time to time, as well 
as absolute variation in money values. The use of index num- 
bers will probably not find its way into the balance sheet where 
price fluctuations are relatively slight. Where price variations 
are violent or frequent, the application of an index number to 
accounting data may facilitate the necessary monetary revalua- 
tion. The need of such adjustment of the ledger accounts was 
recognized and met by German accounting theory and practice 
during the inflation period. Books were kept in terms of both 
cost and replacement values, the latter figure being established 
from time to time by the application of index numbers. It is not 
a simple matter, of course, to decide when an index number is 
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suitable for use in industrial records and reports. The general 
purpose or special-purpose index numbers calculated by research 
agencies may be satisfactory in some cases. In other instances it 
may be advisable to calculate special index numbers applicable 
to the particular industries making the assets or those using 
them. 

V 

Expected rate of production is a very important factor in 
business valuation. If a truck has an estimated service life of 
60,000 miles, the value to be placed upon this truck is one 
amount if the intent is to use it 200 miles per day for 300 days 
immediately following each other. It is another amount if the 
intent is to drive the vehicle 50 miles per day during a period of 
approximately 4 years. The value of trucking service may 
change during a 4-year period, even though equivalent mileage 
were finally derived from the vehicle; moreover, the length of 
time that one must wait for the service affects the value at which 
the truck can be placed in the balance sheet. 

In the calculation of “unit costs” the rate of output is also 
very important, particularly when calculation involves the ap- 
portionment of a part of total cost to separate “‘cost units” com- 
prising the output of a fiscal period. This calculation is the cen- 
tral problem in accurate cost analysis. The cost accountant is 
concerned with apportioning previously acquired values to com- 
modities being turned out during a period of time. The amount 
of total cost apportioned to any single “cost unit” is based upon 
the assumption that total expected output can be accurately pre- 
dicted. 

VI 


Where an asset is of the “fixed” type (that is, intended to be 
used over a relatively long period of time), there are variations 
in value which may arise out of phases of the business cycle, as 
contrasted with mere seasonal fluctuations in annual business. 
When assets are expected to continue in existence for more than 
one business cycle, the question arises as to how total value 
should be estimated. There is possibility, of course, that physi- 
cal deterioration or technical obsolescence may reduce the value 
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of an asset during a period of disuse. A value which does not 
take such possibilities into account is inadequate to the extent 
that these influences appear. Needless to say, unanticipated 
business prosperity may endow an asset, formerly considered ob- 
solete, with earning capacity beyond the expectations of the 
most sanguine promoter. The result is an appreciation of value 
of the fixed assets, which must be given recognition by any ac- 
countant who presumes to strive for correctness in his valua- 
tion. Increased-asset values arising from a series of future net 
incomes suddenly appearing on the scene should be treated in the 
accounts with caution. The very prosperity which promises to 
yield the larger amounts of income for a period of time may be 
followed by a depression in the industry which will require a sub- 
stantial “writing off” of asset values. A reasonable procedure 
under such conditions would be to credit the appreciation to a 
temporary account, a portion of the credit being transferred 
to surplus as the expected increased future incomes are realized 
through the sale of services or product. 

There are some industries which apparently are influenced 
by a secular trend which has given them a more profitable place 
in the economic order than they previously enjoyed. Other in- 
dustries are becoming in general less remunerative for the eco- 
nomic value expended in them. Such tendencies should be borne 
in mind by the accountant in establishing his asset values. Ordi- 
narily it is possible to form intelligent judgments on the general 
direction of the secular trend of a particular industry, even 
though accurate prediction is thwarted by a large number of 
variables, such as changes in styles and notions upon the part of 
the consuming public. Where a secular trend in the price level 
or in the position of an industry has gradually increased the 
monetary values of fixed assets, the appreciation should be given 
explicit recognition in the business records. 

Business valuation takes for granted that the prevailing so- 
cial order will remain undisturbed in its important aspects; for 
example, that the theory of property now prevailing will con- 
tinue or that the extent of government regulations or control will 
be essentially the same. If a stable or relatively unchanging eco- 
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nomic order cannot be expected, it is required that the account- 
ant attempt to predict the direction in which certain changes 
will occur. Sweeping legislation may greatly change the proper- 
ty value of certain business assets; witness the effects of the in- 
come-tax and prohibition amendments to the United States Con- 
stitution. Even where legislation more restricted in its scope is 
being contemplated, certain industries may be greatly affected. 
The possibility of the establishment of gasoline tax for the main- 
tenance and construction of good roads will tend (temporarily at 
least) to reduce net profits in the petroleum industry and to en- 
courage and improve the position of the manufacturers of road- 
building material. 
VII 


The variables mentioned up to this point have been of an 
impersonal nature. Their emphasis has been on external condi- 
tions which press in upon the management of an enterprise in its 
attempt to realize income. But the amounts of expected income 
may be affected directly by changes in business policy not dic- 
tated by the forces previously mentioned. There are cases on 
record where business men have for periods of time actually ad- 
justed their whole business policy to meet the needs of society 
rather than to increase their own net profits. Of more practical 
importance are the cases where business men are seized with a 
conviction that a general change in business policy will be ulti- 
mately more profitable; and hence decide to abandon or reverse 
carefully laid plans of action. They dispose of certain plants and 
machinery long before they are worn out, inasmuch as they an- 
ticipate greater net earnings from more up-to-date equipment. 
They sell their businesses to competitors, even when they are 
enjoying a comfortable net profit. They push factory equip- 
ment beyond the limits of ordinary capacity and cause assets to 
wear out more quickly than was expected. They close down fac- 
tories even though it might be possible to operate them under 
conditions where additional income would exceed additional cost. 
The changing administrative intent of the person in control of 
an enterprise is an important variable in establishing values for 
a commercial balance sheet. 

If the balance sheet is to represent financial status—and it 
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is common to assume that it is intended to do so—it is absolute- 
ly necessary that certain intended uses of business assets be rec- 
ognized at the time the balance sheet is prepared. Unless such 
recognition can be made, it is impossible to demonstrate that 
any balance sheet value is valid. As a matter of fact, most busi- 
ness managers most of the time carry forward their business op- 
erations in the customary way: They sell their merchandise to 
customers of the ordinary type; they use their factory equip- 
ment in the manufacture of commodities; they employ their 
salesmen in the sales department and not as accounting clerks; 
they hold certain unoccupied land for investment until some fu- 
ture time when it is advisable to expand their plant. Ordinarily 
it is possible to determine the intention of the management of an 
enterprise by observation or inquiry even to the extent of an- 
ticipating a rapid or slow rate of production, a cut-price policy 
based on large output, or a cut-price policy intended to drive 
competitors from the field before the “market is spoiled.” 


Vill 


The foregoing discussion has pointed out that there are a 
large number of important variables which affect the values of 
business assets, variables which make the problem of value meas- 
urement in business exceedingly complicated. The emphasis on 
these points should be of significance to two groups of people 
dealing with economic valuation. To economists, it should show 
that the problem in practice extends beyond the definition of 
economic value as such into the field of measurement. To ac- 
countants, it should point a warning that rule-of-thumb pro- 
cedures in establishing balance-sheet values may often be inac- 
curate—in fact, misleading. Business valuation is a complex 
procedure, not to be ruled out of the category of scientific meth- 
od on the one hand, or dealt with summarily according to time- 
honored dogma on the other. The fact that important decisions, 
far-reaching in their economic effects are based upon business 
valuation whether good or bad, is enough to justify close analy- 
sis of the problem. The seriousness of the problem demands that 
seriousness also characterize attempts at its solution. 


C. Rurus RorEM 








EFFECT OF MERGERS ON MARKETING, PRODUC- 
TION, AND ADMINISTRATIVE PROBLEMS 


HIS subject is a difficult one to discuss for several reasons. 
1. There is practically no information on this subject 
in the literature of business management. 

2. Although mergers have taken place in the United States 
for many years, it is only within the last few years that they have 
been numerous and many of these have taken place so recently 
that we cannot know from experience what results they have 
produced. 

3. It is difficult to make generalizations with reference to 
this subject because of the variety of conditions which exist in 
practically every merger. 

The more one studies this problem the more he becomes con- 
vinced that each merger is a distinct and separate problem and 
that he must think in terms of concrete cases if he is to arrive at 
sound conclusions. Under these conditions, the most I can hope 
to do is to raise certain issues that are likely to arise in connec- 
tion with mergers. 

To simplify the problem to some extent, I have tried to clas- 
sify mergers into certain broad groups. The classification I sug- 
gest is not an inclusive one but it will at least serve to indicate 
the desirability of thinking of mergers in terms of types rather 
than in general terms. 

Mergers may be divided into two broad classifications, name- 
ly, horizontal mergers and vertical mergers. 

A horizontal merger is one that results from the consolidation 
of two or more companies which are engaged in the same type of 
activities. The merger of two companies engaged in the manu- 
facturing and selling of the same or similar types of products or 
at least selling products to the same type of trade would be an 
example of a horizontal merger. For example, the consolidation 
of two companies manufacturing and selling automobiles would 
be an illustration of such a type. 
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A vertical merger is a combination of two or more companies 
performing different kinds of activities from the point of view of 
the manufacturing and selling processes. A merger of a mining 
company producing lead with a company manufacturing and 
selling paint would be a merger of this type. 

I shall primarily discuss the first type of merger although 
some attention will be given to the second type. 

Horizontal mergers may again be divided roughly into three 
classifications. 

1. Those resulting from the combination of two or more 
companies producing and selling the same or similar types of 
product which are unbranded and which consequently do not 
have a distinct entity. 

2. Those resulting from the combination of two or more 
companies which produce and sell competing products which are 
branded or have a distinct entity. 

3. Those resulting from the combination of two or more 
companies selling branded products which are supplementary to 
each other rather than competitive to each other. 

An illustration of the first type would be the combination of 
two or more banks. These banks as separate units have sold the 
same or similar services which have no brand identity. One of 
the principal problems from the sales point of view in such a com- 
bination is to convince the public that the merged organization 
will be able to render better service than did the separate organ- 
izations. 

We recently had a merger of two large banks in Chicago. I 
have been interested in reading the advertising of these two or- 
ganizations, since the merger was announced, in which they have 
presented arguments to the public regarding why the new organ- 
ization can render better service than did the separate organiza- 
tions. It is undoubtedly true that, because of the increased cap- 
italization and the increased size of the various departments in 
the new organization, it will be able to serve some customers, 
especially the large customers, to better advantage than did the 
separate units. On the other hand, there is considerable question 
whether the new organization can maintain the same personal 
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contact with customers which was maintained by the separate 
organizations and whether some of the smaller customers of each 
institution may not think that their interests may be better served 
if they are affiliated with a small bank. Under such circum- 
stances the policy is usually adopted of having the officers in each 
bank who formerly dealt with customers continue to deal with 
these customers after the merger has taken place. This is an ad- 
vantage from the point of view of maintaining customer good- 
will, but may result in a heavy overhead cost in maintaining a 
large number of executives. Because of such necessities, many 
times the anticipated savings from consolidations do not result 
for some time after the consolidations take place. 

There is also the possibility that the merged organization 
may not be able to provide as varied and flexible service to cus- 
tomers as was provided by the separate units. As an organization 
becomes larger, it is necessary for its policies to become more 
definite and its methods and procedures to become standardized 
and routine. It becomes more difficult to make exceptions to 
meet individual needs of customers. 

One example will illustrate what I have in mind. I can think 
of a small publishing company which grew from a very modest 
beginning to a considerable size in a short period of time due 
largely to the fact that it was able to offer specialized service to 
its customers. Control was vested in the president; he granted 
authority to give special service to customers when he thought it 
was necessary to secure their business. In later years this com- 
pany was combined with other companies in the publishing busi- 
ness and produced and sold a variety of textbooks. Because of 
this increase in size, it became impossible for it to make as many 
exceptions to its general policy as it had made formerly. For ex- 
ample, it was necessary for it to have a rather rigid production 
program and it was found to be inexpedient to vary this program 
in order to prepare special material for a customer who wanted 
something distinctive from its standard stock. As a result this 
company lost a large number of the customers which it formerly 
served. It is true that because of its increase in size it was able 
to obtain many new customers but there was a considerable 
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change in its customers in a period of a few years. This condi- 
tion is likely to exist in any case where a small company becomes 
a part of a large organization which must of necessity become 
more standardized if it is to be efficient. 

Another problem which may arise in the case of a merger of 
this type is the difficulty of persuading customers to change from 
one place of business to another if, by the consolidation, it is 
necessary to concentrate the activities of the various merged 
companies. It is a well-known fact that many people become ac- 
customed to doing business at a certain location and if they are 
required to go elsewhere as a result of a merger, they may seek a 
new connection. The importance of this problem depends, of 
course, upon the nature of the product and service rendered by 
the company and whether it is necessary for the customer to 
come to the place of business or whether he is served by the rep- 
resentatives of the company. 

An illustration of the second type of horizontal merger would 
be the consolidation of two packing companies with branded 
products which had been advertised and sold under a distinctive 
brand. In a case of this kind a number of interesting problems 
arise. The first question is whether the new organization should 
continue to sell the branded products of both companies or 
should concentrate on one brand. Experience has shown that, if 
one or more brands are discontinued, it is not possible to trans- 
fer all of the previous customers for the discontinued brands to 
the brand continued. Usually during the period of transition, 
competitors will succeed in securing some of the former custo- 
mers of the discontinued brand. The new company must decide, 
therefore, whether the advantages of selling one brand compen- 
sates them for the loss of customers which inevitably results 
from the discontinuing of one or more brands. 

If it is decided to continue to sell the brands of both compa- 
nies, it is then necessary to decide whether they should be sold 
by the one sales organization or by separate sales organizations. 
If the brands have previously been competitive, it is usually 
somewhat difficult to secure effective selling of both brands by 
the same sales organization. It is difficult for the salesman of one 
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brand to become equally enthusiastic about the other brand. 
One method of overcoming this objection is to maintain separate 
sales organizations and even, in some cases, to maintain a sepa- 
rate administrative organization for each company. This meth- 
od is being followed effectively in some of the automobile com- 
panies where products are being sold to appeal to different types 
of people and at different prices. 

It is somewhat more difficult to follow this plan if the prod- 
ucts of both of the merged organizations are produced at the 
same cost and are supposed to be sold at the same prices. In this 
case, if separate sales organizations are maintained, very often 
an undesirable competitive situation arises. 

There are a number of questions with reference to this prob- 
lem which have not been satisfactorily answered and which I 
think cannot be answered without more experience than we now 
have. I do not mean to imply that it is not possible to solve this 
problem or that it is so difficult that such a merger should not 
take place but I am simply pointing out the difficulties which may 
arise from such a merger. 

An illustration of the third type of horizontal merger would 
be the union of two or more companies selling office appliances 
such as typewriters, adding-machines, addressograph equipment, 
and filing equipment. These products are supplementary to each 
other rather than competitive. The principal sales problem aris- 
ing in this case is: Should the same salesmen sell all of these 
products or should there be a separate sales organization for each 
product? 

There has been a tendency in the past to believe that sales 
expenses can be reduced by increasing the number of products 
which a salesman sells. My experience leads me to believe that 
although this may be possible, serious consideration should be 
given to the possible decrease in efficiency resulting from this 
plan. Very often it is found that salesmen who have been quite 
efficient in selling specialties are far from being as efficient when 
asked to sell a number of different products. 

Anyone with experience in the sales field knows the impor- 
tance of this problem. I think it is necessary for us to give seri- 
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ous consideration to the question of how far we can go in increas- 
ing the number of products which the salesman offers to the 
customer and still maintain a sales force which can compete with 
the salesmen of a company which is selling only one line. It is 
not difficult to find a small organization selling only one product 
through the use of high-grade specialty salesmen which is mak- 
ing more profits than other companies which are selling several 
products and securing a much greater volume of sales but a much 
smaller gross margin. As a consequence, I have some doubts 
concerning the results which will be obtained from some of the 
mergers which have taken place in recent years of companies 
selling different lines of products. 

I have only touched a few of the high spots with reference to 
the sales problems which arise from horizontal mergers. I now 
pass to a brief consideration of the production problems which 
arise as the result of such mergers. 

The nature of these production problems depends to a very 
large degree upon the peculiar conditions which exist in each 
case. The simplest case is the one arising from the consolidation 
of two companies producing the same product where the produc- 
tion activities can be concentrated in fewer production units than 
were used by the separate companies. By this means it is often 
possible to reduce materially the overhead expense; this is one 
of the most important arguments for the merger of such com- 
panies. 

We are all aware that in most lines of industry there has been 
an excess of production capacity during recent years. Many 
companies constructed plant facilities during the war period 
which were far in excess of their needs after the conclusion of 
the boom years during and immediately after the war. Some 
benefits have been obtained by combining the production activi- 
ties of the merged companies into fewer units and making other 
use of the production units not needed by the company in the 
manufacture of its product. This result can be obtained, of 
course, only when the unused plants can be disposed of, used for 
other purposes, or greater savings can be made from the concen- 
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tration of production activities than the loss resulting from the 
carrying charges of the unused plants. 

Of course, combinations of this kind sometimes produce an- 
other result; namely, the restriction of production output and 
consequently the reduction of competition in the sales field. This 
plan was resorted to in the pre-volstead days by some of the dis- 
tilling companies. By merging the producing companies and re- 
stricting output, it was possible in some cases to increase prices. 
The bootlegger of the present day seems to have a more effective 
method than this; namely, the killing off of competitors. 

Sometimes the situation exists where companies are merged 
which have production facilities located in different sales terri- 
tories and, by combination, it is possible for the new company to 
produce goods nearer the place of sale and consequently reduce 
distribution costs. 

These are but a few of the production problems which may 
arise and benefits which may result from mergers of this type. 

In the case of vertical mergers, the primary purpose is either 
to secure control of raw material or piece parts or to obtain con- 
trol of sales outlets. 

Most mergers of this type have been made for the first pur- 
pose; namely, to secure control of sources of supply. It is usual- 
ly contended that such mergers will enable the original company 
to secure the product which it formerly bought at a better price 
by eliminating the profit of the producing company. Of course, 
this may be true in many cases but I suggest that here again 
careful consideration should be given to certain reasons why 
such results may not be secured. Many large companies are able 
to secure their requirements by buying from a number of small 
companies at prices which are less than the total cost of the prod- 
uct to the producing companies. If the producing companies 
have unused capacity, they may sell a certain part of their prod- 
uct in large quantities to large customers at prices somewhat less 
than the total cost of production so long as they secure from such 
sale part of the overhead which would otherwise have to be borne 
by the remainder of their product which is sold to smaller cus- 
tomers. The consuming company which secures control of such 
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units and attempts to operate them entirely for its own product 
may find that the cost is larger than the former purchase price. 

Just now some of the chain-store organizations are purchas- 
ing units to produce some of the products which they have pre- 
viously bought. I would not be surprised if some of them find 
that they do not secure by this means the savings which they 
anticipate. Many manufacturing companies have sold part of 
their product to chain stores at very low prices, in fact, at prices 
at which they could not possibly sell all of the production of their 
plants. 

There are, of course, some compensating benefits in control- 
ling the sources of supply since it enables the selling organiza- 
tion to control the quality of merchandise, and also assures it a 
constant source of supply. 

Much could be said with reference to the problems arising 
from securing control of sales outlets by mergers, but I shall 
turn to a brief dicussion of the effect of mergers on the adminis- 
trative problems of a business. From my point of view this is the 
most important phase of this problem. 

The first effect of a merger from an administrative point of 
view is an oversupply of executives. Usually when two or more 
companies are merged, it is found that there is a surplus of execu- 
tives of major rank. Sometimes, of course, this produces a de- 
sirable situation since it enables the management to dispose of 
some of the executives who are not so efficient and to retain those 
who are considered most desirable. In other cases, it is some- 
what difficult to determine which executives should be elimi- 
nated from the organization without affecting the efficiency and 
morale of the new company. A friend of mine, who has traveled 
extensively over the United States in the last few years, re- 
marked that the method usually followed in such cases was to 
discharge the executives receiving the largest salary and retain 
those receiving the smallest salaries. This may be an easy solu- 
tion of this problem but does not necessarily produce a satisfac- 
tory result. Of course, in some cases, one of the primary benefits 
of a merger is the securing of capable management which may 
have been lacking in part in the separate companies. 
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Another important administrative problem is the securing 
of executives who are capable of handling the administrative 
problems of the merged units. Executives can only be developed 
gradually. It is the exceptional man who can be as efficient in 
handling a large business as he is in handling a small business if 
his transition from one position to the other is made instan- 
taneously. 

For example, a man may be a very efficient president of a 
company making sales of $5,000,000 a year but may be quite in- 
efficient as a president of a company making sales of $25,000,000 
a year if he is transferred from one position to another as a re- 
sult of a merger of several companies. The same is true of any 
other executive such as sales manager, production manager, etc. 
I emphasize this because I have found from experience that 
many of those interested in promoting mergers fail to give suffi- 
cient consideration to this problem. From my point of view it is 
one of the most significant problems which must be met in the 
case of a typical merger. 

Another important problem is the development of a proper 
esprit de corps among the employees of the new organization. 
When two or more competing companies are merged there is 
sometimes a feeling of jealousy and rivalry between the em- 
ployees which does not promote the greatest efficiency in the new 
organization. Each group of employees is inclined to be loyal to 
its former company and to doubt the efficiency of the employees 
of the other companies. It usually takes a considerable period of 
time and the exerting of a considerable amount of diplomacy on 
the part of the management to develop the same spirit of loyalty 
in the new organization as existed among the employees of the 
separate organizations. 

Another administrative problem likely to arise in the case of 
such mergers is the maintaining of the same spirit of aggressive- 
ness and initiative on the part of the executives in the new or- 
ganization which existed in the separate units. In many cases an 
executive who has held a major position in one of the original 
companies finds himself holding a position which he considers 
of less importance in the new organization. For example, in the 
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separate company he may have been a major executive reporting 
direct to the chief executive while in the new organization he 
finds two or three executives intervening between himself and 
the major executive. Because of this condition, he may be in- 
clined to become what one executive describes as a “bureau- 
crat”’; namely, an executive who considers that his primary func- 
tion is to serve as a means by which reports are passed up to 
superiors and orders are passed down to subordinates. 

I have not dealt at all in this discussion with one phase of 
this problem; namely, the effect of mergers upon the business 
organizations dealing with the companies merged. A business 
man may be affected both with reference to his buying and his 
selling problems by the merger of companies with which he is 
now dealing. Especially in the sales field, the tendency toward 
mergers and consequently the developing of larger purchasing 
units is creating some very important sales problems. All com- 
panies who sell their products in the field where chain stores 
have developed in the last few years can recognize the signif- 
icance of this problem. I know of many cases where companies 
have lost a substantial amount of their sales volume because 
companies to whom they formerly sold have merged with com- 
panies which had other sales connections. As a result of this 
tendency toward the concentration of buying power, it is neces- 
sary for us to give serious consideration to our methods of dis- 
tributing and the type of sales organization we need. 

I do not wish to convey the impression that I do not believe 
much benefit may be gained from mergers or that, in many cases, 
mergers are not beneficial. I think there is no doubt that we will 
continue to have many mergers in the future. I do wish, how- 
ever, to express the thought that we should not consider mergers 
as a solution to our problems in all cases. Many mergers have 
taken place during the last few years because of the desire on the 
part of promoters and investment bankers to secure profits as a 
result of these mergers. I do not criticize in any way these gen- 
tlemen for seeking to make legitimate profits from this source, 
but I do believe that those of us who are interested in companies 
which it is proposed to merge into larger units should give seri- 
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ous consideration to all of the problems which may result from 
such a consolidation. 

It may seem that I have discussed the difficulties arising 
from such mergers rather than the advantages which may result 
but it is only because I am sure that the advantages have been 
told many times by promoters of these mergers and that I think I 
can serve a more useful purpose by emphasizing some of the dif- 
ficulties. Mergers, of course, may result in decreasing competi- 
tion, reducing overhead, and promoting efficiency through spe- 
cialization. These benefits may and often do result from mergers 
but we should not assume that they will result naturally from a 
merger until we have given careful thought to each concrete case. 

One important benefit may result from mergers to which I 
think far too little attention has been given; that is the possibility 
of the new organization’s being able to economically provide ade- 
quate staff services. For example, the larger organization may be 
able to provide economically for adequate research work, and 
the results of this work may give it a distinct advantage over 
smaller competitors. The extent to which this has been done in 
such companies as the General Motors Corporation, and the 
American Telephone and Telegraph Company is known to all of 
you. There is little doubt the separate units of these corpora- 
tions have greatly benefited by the work in this field of the par- 
ent company. Many other specialized and technical services can 
be provided by larger units which would not be practicable for 
smaller units to maintain. More and more success in business is 
the result of knowledge rather than unusual situations or indi- 
vidual shrewdness. Of course, excessive overhead can be created 
by carrying such work to an extreme but I am inclined to believe 
the “point of diminishing returns” is not reached in this field as 
quickly as it is in the routine activities of business. 

The history of industry in the United States clearly shows 
that we are very much inclined to go to extremes when any par- 
ticular plan of organization or method of management becomes 
popular. We can all remember the days when so-called scientific 
management was promoted by its ardent exponents. As a result 
of this propaganda, many companies installed more complex 
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methods of management than were necessary for their use and 
in later years there was an undesirable reaction against scientific 
methods which it took many years to overcome. In the same 
way, we had the period when the cost accountant reigned su- 
preme and later on when the efficiency expert was thought to be 
the solution of all of our business problems. 

It is well for us to realize that business administration must 
deal with numerous and complex problems for which there is no 
one standard solution. There are certain general principles which 
have wide application but these must be applied with judgment 
to each concrete case. After all, judgment of capable and expe- 
rienced executives based on adequate information is the only 
method of solving business problems. I suggest, therefore, in 
conclusion, that any executive who may be considering the pos- 
sibility of a merger attempt to analyze the various problems 
which may result; in a careful way gather all the facts possible 
and then exercise his judgment concerning the benefits of the 
merger instead of depending upon the forecasts of those who may 
be entirely sincere and yet biased in their opinions. 


James O. McKINsEy 
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BOOK REVIEWS 


The Principles of Bond Investment. Revised and enlarged edi- 
tion. By LAWRENCE CHAMBERLAIN and GEORGE W. Ep- 
warps. New York: Henry Holt & Co., 1928. Pp. xii+699. 
$7.50. 

Since 1911, when Chamberlain’s book was first published, im- 
portant changes have occurred in our financial system. Especially sig- 
nificant have been the changes in banking and taxation. Furthermore, 
corporations have steadily gained ground at the expense of other 
forms of business organization, making stocks and bonds a more im- 
portant avenue of investment. We have already reached the point 
where there are approximately $1,000 worth of securities outstanding 
for every man, woman, and child in the country. It is appropriate, 
therefore, that the best book on bond investment which has yet ap- 
peared should be revised. In the revision the text has lost none of 
the clarity and charm that marked the earlier work. Besides bringing 
the facts and discussion down to date, new material has been added on 
diversification of investments, on civil loans, on various types of pub- 
lic utility bonds, on federal farm-loan bonds, on real estate bonds, on 
bond prices and business cycles, and finally on a much neglected 
phase of the subject: taxation. It is a matter of regret that the price 
of the book will deny its widespread use as a college text. 

The authors give a somewhat arbitrary and restricted meaning to 
the term “investment.” According to their view a person could not 
invest in the membership shares of a building and loan association, 
nor in a home, nor in seasoned stocks, nor in life insurance. “The per- 
fect investment is a promise to pay; it is always a loan” (p. 15). The 
reviewer questions the validity of this definition from the standpoint 
both of common practice and of logic. The meaning of the term is 
being broadened rather than narrowed by social usage; and logically 
one may invest in the shares of a going concern as well as in the evi- 
dences of debt. 

Another and more fundamental question may be raised. It seems 
to be the assumption underlying the appearance of this and similar 
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books that investors should and do select their own bonds after test- 
ing and analyzing different offerings. As a matter of fact the propor- 
tion of individual (as contrasted with institutional) investors who ac- 
tually analyze corporate and governmental financial statements, char- 
acter and ability of management, and other factors determining bond 
values is probably quite small. They take the investment banker’s 
word for these things. They expect the expert to look into these mat- 
ters and recommend only good bonds. Even when they buy in the 
open market the expert is commonly used. The social energy now 
spent in trying to teach investors how to select good bonds might 
better be spent in developing more competent investment bankers 
and bond salesmen. What the investor does need training in is the 
ability to choose wisely from among the various fields of investment. 
Whether he should place his savings in the bank, or in a home, or in 
life insurance, or in a bond, or in something else, he must decide for 
himself in the light of his own particular circumstances. For that de- 
cision he needs education. After that decision is made he needs the 
expert to advise him what kind of insurance, or which bond he should 
buy. We have been trying to educate where the expert is needed; we 
have neglected to educate where the expert cannot be used, and there- 
fore where education is imperative. 
ALBERT S. KEISTER 


NortH CaroLina COLLEGE FOR WOMEN 


The Banking Process. By Ropert G. RopKEey. New York: 
Macmillan Co., 1928. Pp. xii+354. 


In this book the author has attempted a new approach to the 
study of commercial banking. Other books in this field do not analyze 
and describe “the process by means of which our present day banking 
system in the United States actually functions.” They discuss at the 
outset problems of money, follow this with a history of banking prior 
to the Federal Reserve System and an explanation of the theory of 
banking, and conclude with a discussion of the Federal Reserve Sys- 
tem. Rodkey purposes to deal with the Federal Reserve System early 
in the book and to discuss the principles and practices of banking later 
“in the light of the system as it actually is to-day.” Thus one aim of 
the book is to present a “fresh approach to the study of commercial 
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banking in the United States.”’ An attempt is also made to explain the 
process by which the banking system is actually carried on. “This 
most fundamental phase of the whole subject is the one which is almost 
invariably neglected,” the author states. 

To what extent, then, have these aims been realized in this book? 
Although the author states that he will present the broad outlines of 
the Federal Reserve System early in the book, he does not do so until 
the eighth chapter in a book of nineteen chapters. The chapter on the 
Federal Reserve System is preceded by chapters dealing with banking 
functions, the nature of commercial banking, the earlier banking sys- 
tem, the collection process, primary and secondary reserves, and cur- 
rency and banking reform. Three of these chapters have apparently 
as their object an explanation of the defects of the national banking 
system. Chapter v on “The Collection Process” prepares the reader 
for an explanation of the means by which the Federal Reserve System 
has eliminated the roundabout collection methods of the national bank- 
ing system. Chapter vi on “Primary and Secondary Reserves” empha- 
sizes the ineffective utilization of reserves under the national banking 
system and the concentration of these reserves in New York City. 
Chapter vii on “Currency and Banking Reform” deals with the inelas- 
ticity of the various types of money in circulation prior to the Federal 
Reserve Act. All this seems to be much in accord with the usual meth- 
od of treatment. It is true that there is no chapter dealing with money, 
but Rodkey states that “the combination of this book with some good 
treatise on Money should satisfactorily provide the text book material 
for a forward looking course in Money and Banking.” 

An analysis of the various chapters does not impress one that any 
greater emphasis has been placed on the process by which the banking 
system is actually carried on than is to be found in other general 
treatises on commercial banking. 

Two chapters particularly deal with controversial questions. Chap- 
ter xv discusses the interrelationship of loans, reserves, and deposits, 
and constitutes an attack substantially on Phillips, Bank Credit. Chap- 
ter xvii deals with the regulation of credit. The reader is here left with 
some uncertainty as to what actually should be the guide to Federal 
Reserve policy. It is stated (p. 238) that “it should not be inferred 
that stability of prices should be the main object of federal reserve ad- 
ministration.” Yet on the same page the author adds that “a wise 
credit policy on the part of the reserve authorities, however, will nor- 
mally tend to minimize the extreme fluctuations in the price level.” 
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There is an interesting chapter dealing with the changing aspect 
of commercial banking in which attention is given to the factors which 
have led to the increasing importance of securities among the earning 
assets of commercial banks. Also this chapter covers an analysis of 
the McFadden Act. The appendixes contain extracts from the Federal 
Feserve Act, the McFadden Act, and a comparison of the reserve re- 
quirements under the Federal Reserve and national banking systems. 


ERNEST R. SHAW 
UNIVERSITY OF CHICAGO 


Principles of Business Law. By E. R. Dittavou and C. G. 
Howarp. New York: Prentice-Hall, 1928. 


This book has a great deal of real merit. Its shortcomings, so far 
as there may be any, are those of omission and not those of content. 
The material which is placed before the student consists of about 400 
pages of text and about 375 pages of “‘cases.”” The text material is a 
concise, clear, and accurate summary of the principles of law which 
apply to most common business transactions. The brevity and snap- 
piness of this presentation reminds one of the “dope-sheets” prepared 
by the students in some law schools. The essentials are covered in 
about the smallest possible space. Basic principles are related by foot- 
notes to the appropriate cases in the second part of the book, so that 
it should be easy for the teacher to tie up the text with the case mate- 
rial as the study progresses. 

With one feature of the case material, the present reviewer wishes, 
with due deference to the experience of other teachers, to take issue. 
Some 350 “cases” are included in 375 pages. Allowing for spacing, this 
is a case to a page. This brevity, of course, is designed, and it is the 
result of considerable labor upon the part of the authors in digesting 
the statements of fact in the cases. In the Preface, the authors indicate 
that they have done this “so that the student will not be burdened 
with the reading of the adjective law and thus will have an opportunity 
to devote his full time to a study of how the courts apply principles to 
facts.” In the opinion of the reviewer, the experience of the students 
in reading the adjective law and digesting the facts for themselves is 
of practically as great value as the discussion of the principles of law 
involved. In fact, it has often been the reviewer’s experience that the 
power of analysis developed by students, from the study of cases as 
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they come from the reports, has proved to be of more service to them 
than the knowledge of principles of law which they have learned. 
Modesty, of course, suggests that perhaps one’s own teaching of the 
principles of law has not been what it might have been; but the teach- 
ing of the principles would have been much the same in any event, and 
it is believed that the development of a technique of case study is of 
more value than a mere learning of principles illustrated by predigested 
statements of case facts even though those statements show how the 
law works in practical situations. Particularly is this true of graduate 
students who expect to work in fields closely related to law. A case- 
study technique is essential to such students, and, in the opinion of the 
reviewer, the course in “business law” is the most readily available 
place in which this need can be met. To be sure, if the facts are not di- 
gested, students must wade through a mass of difficult matter, much of 
it not essential or even related to issues in hand; but there is drudgery 
beneath all development of the powers of understanding, here and 
elsewhere. 

No indication is given as to the period during which the book is 
designed for use. Three semester-hours or a quarter is hardly time 
enough, one would think; but if twice that length of time can be de- 
voted to the study of business law, then it would seem possible to in- 
clude certain other very valuable material. To the reviewer, it seems 
highly desirable that the student of business law have some contact 
with the law of industrial employment relations, and some rather in- 
timate acquaintance with the law of unfair competition. These fields 
certainly are closely enough related to everyday experience to justify 
inclusion of a discussion of them, if the limits of time will permit. A 
book for general use, it is believed, should include some material in 
those two fields. 

On the whole, it is the opinion of the reviewer that the book is the 
best one available for the use of collegiate classes in business law, 
wherever limitations of time are a major consideration. In those 
schools in which as much as eight semester-hours or three “quarter- 
majors” can be devoted to this subject, it is believed that time spent in 
study of unfair competition and the law of labor relations, as well as 
time used by the students in digesting the facts of the cases for them- 
selves, is time well spent. Such a course, naturally, demands a differ- 
ent book. This book, as the old lady said of her hostess’s pie, “is ex- 
cellent as far as it goes.” 

J. F. Curist 


UNIVERSITY OF CHICAGO 
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The Duties, Responsibilities and Liabilities of Bank Directors. 
By F. Lee Major. New York: The Macmillan Company, 
1925. Pp. xi+193. 

This little book is devoted to the problems confronting bank di- 
rectors in their official capacity. Its author was for seven years with 
the State Banking Department of Arkansas. 

The subjects treated include: the banking business, bank direc- 
tors, officers and employees, defalcations and bank failures, directors’ 
meetings, bank supervision and examination, directorial duties, re- 
sponsibilities and liabilities, the director’s audit, and the bank state- 
ment. 

The book is very “spotty” in its quality. Some of the chapters are 
composed of excerpts from addresses and articles, most of them by 
others than the author of the book. Hence such chapters lack unity 
and are discursive. The chapter on directorial duties, responsibilities 
and liabilities is composed almost exclusively of quotations from court 
decisions. The chapter on the director’s audit consists largely of forms 
and accompanying discussion. 

The great value of the book lies in the fact that it is a handy ref- 
erence volume. 








